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POLITICAL ECONOMY 


VOLUME 29 Fune I9g2I NUMBER 6 


THE FEDERAL FARM LOAN CASE 


Without a dissenting vote upon the main issue, the Supreme 
Court has recently held the Federal Farm Loan Act constitutional. 
This decision, announced February 28, 1921, adds another to the 
line of decisions upholding the right of Congress to create federal 
banking institutions. On the strength of this decision, the federal 
and joint-stock land banks have resumed loaning operations 
after a year of comparative inactivity. The system appears now 
to be a permanent part of our financial organization. The task 
of the future is to perfect and develop it. This paper undertakes 
to make an analysis of the issues in the recent case and to discuss 
certain policies of the banks with a view to suggesting amendments 
to the Act to meet legitimate objections raised against the law and 
its administration. 


THE PURPOSES AND ORGANIZATION PLAN OF THE FEDERAL FARM 
LOAN SYSTEM 

The Federal Farm Loan Act was approved July 17, 1916, and 
the banks were established in March, 1917. The purposes of the 
Act were to provide capital for agricultural development at lower 
rates and for longer terms than could be secured from existing loan- 
ing agencies; to equalize rates of interest upon farm loans; to 
create standard forms of bonds based upon farm mortgages, and 
incidentally to furnish a market for government bonds; and to 


433 





434 HOWARD H. PRESTON 


create government depositories and financial agents for the United 
States. 

At the head of the system thus established was a Federal Farm 
Loan Bureau, located in the Department of the Treasury. This 
Bureau was placed under the supervision of the Federal Farm 
Loan Board, a body consisting of five members to be appointed by 
the President, including the Secretary of the Treasury ex officio. 
Loans can be made by the twelve federal land banks only to bona 
fide farmers upon first mortgage security. With negligible excep- 
tions, the loans are made through national farm loan associations, 
the co-operative local associations of borrowing farmers. 

In addition to the capital stock of the banks, funds for making 
loans are secured by the sale of bonds issued by the banks. These 
bonds are secured by the farm mortgages held under the control 
of the Farm Loan Board. They are further secured by the 
assets of all of the twelve federal land banks. Because of the 
careful supervision of the issue of these bonds and their excellent 
security, it was expected that they would find a very wide market, 
thus creating a “‘standard form of investment.” 

In addition to the provision for the federal land banks, Congress 
also included in the act provision for corporations known as joint- 

- stock land banks. These are private mortgage banks which operate 
independently of the federal land banks but under the super- 
vision of the Farm Loan Board. In exercising its powers of 
supervision, the Farm Loan Board has ruled that the purposes 
for which loans may be made must conform to the general purpose 
of agricultural development, though they may loan to others than 
actual farmers.' Joint-stock land banks also issue bonds upon the 
same terms as the federal land banks. There is no mutual guaranty 
for these bonds, and they are entirely independent of those issued by 
the federal land banks. 

Sweeping tax exemptions were granted in order to make the 
farm loan bonds attractive to investors. Section 26 of the Act 
provides: 

First mortgages executed to federal land banks, or to joint-stock land 
banks, and farm loan bonds issued under the provisions of this Act, shall be 


* Third Annual Report of the Federal Farm Loan Board, 1919, p. 4. 
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deemed and held to be instrumentalities of the government of the United States, 
and as such they and the income derived therefrom shall be exempt from 
federal, state, municipal, and local taxation. 

The capital, surplus, and dividends of federal land banks and 
farm loan associations are also exempt from federal, state, munici- 
pal, and local taxation except taxes on real estate owned. Share- 
holders in joint-stock land banks are taxable in the same manner 
as those in national banks. The justification for exemption from 
state and local taxation seems to have been that, since the land is 
already taxed, the taxation of a mortgage involves double taxation. 
It was assumed that exemption of the bonds from taxation would 
result in lower rates to borrowers. Lack of uniformity in state 
laws regarding the taxation of moneys and credits furnished a still 
further argument for exempting the bonds from state and local 
taxation if they were to be in fact “a standard form of investment.” 


CONDITIONS UNFAVORABLE TO A SUCCESSFUL START 


The banks began their operations in March, 1917, just as our 
country entered the world-war. The first bonds, which were 
offered to the public almost immediately after the first Liberty 
Bond Campaign closed, bore interest of 43 per cent and sold readily 
at a premium.’ Subsequent issues of farm loan bonds were not 
so quickly absorbed, and in order to eliminate competition with the 
Liberty Bonds, an amendment to the Farm Loan Act was approved 
January 18, 1918, which authorized the Secretary of the Treasury 
to buy farm loan bonds to an amount not to exceed $100,000,000 
in each of the fiscal years ending June 30, 1918, and June 30, 1919. 
It was further provided that the temporary organization of the 
federal land banks should be continued as long as any of the bonds 
so purchased were held in the Treasury.? The effect of the latter 
provision has been to place the entire control of the banks in the 
hands of directors appointed by the Federal Farm Loan Board. 
Under the authority to purchase bonds, the Treasury held on June 
30, 1919, $135,888,000 of the bonds, although in the meantime 

"Putnam, “The Federal Farm Loan System,’ American Economic Review, 
March, 1919, pp. 66, 67. 


2 Amendments to the Federal Farm Loan Act, Circular No. 11, Federal Farm Loan 
Board. 
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some had been repurchased by the land banks and sold to the 
public. Farm loan bonds authorized to November 30, 1910, 
amounted to $286,100,000. Approximately half of them, therefore, 
were in the hands of the government. 

The constitutionality of the tax-exemption feature of the law 
was naturally challenged, and, quite as naturally, the attack was 
made by interested parties. The suit was instigated by the farm 
mortgage bankers. The active campaign against the constitution- 
ality of the law appears to have started at the 1917 convention 
of the Farm Mortgage Bankers Association of America. A sub- 
scription was taken and voluntary contributions were made by 
members of the association, as individuals, in order to carry on the 
fight. 

The suit to test the constitutionality of the Act was brought in 
August, 1919. While this litigation was pending it was impossible 
to sell bonds to the public and the authority of the secretary to 
buy bonds had expired. New ioans were accepted for a time, but, 
when no decision had been reached early in February, 1920, the 
Farm Loan Board ordered future application for loans held in 
abeyance.’ Those applications which had already been approved 
were closed as formerly. In order to raise funds temporarily the 
banks made loans, subject to call, with banks in various cities, 
giving farm mortgages as collateral security. In May, 1920, 
Congress passed a resolution extending the provisions of the 
amendment of January, 1918, to the fiscal years 1920 and 1921. 
The secretary was allowed to use the unexpended balance of the 


t Annual Report of the Secretary of the Treasury, 1919, pp. 136-39. 

2 Proceedings of the Fourth Annual Convention of the Farm Mortgage Bankers 
Association of America, 1917, pp. 70, 88-105, 147-58. The mortgage bankers through 
their national association have attacked the system at various other points. They 
have opposed the public subsidy which comes from making the Farm Loan Board a 
bureau of the Treasury Department; they have charged certain administrative 
defects such as making loans to men who are not actual farmers, loaning beyond 
the $10,000 maximum to one borrower, and making loans beyond so per cent of the 
value of the land. Their main attack, however, has centered upon the provisions of 
the law which exempt the securities of federal land banks and joint-stock land banks 
from all taxation. 

3 Commercial and Financial Chronicle, Vol. CX (Feb. 14, 1920), p. 612. 


4 Federal Trade Information Service, Vol. XV, No. 29 (May 4, 1920), p. 225. 
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$200,000,000 authorized by the former amendment for the purchase 
of bonds. About $64,000,000 was available for this purpose. No 
bonds could be purchased if issued against loans approved after 
March 1, 1920.’ Loaning operations of the banks were, therefore, 
almost entirely suspended for a year: On November 30, 1918, the 
aggregate loans of the twelve federal land banks were $147,000,000; 
on the same date in 1919, they were $282,000,000; by May 31, 1920, 
they amounted to $333,000,000; and by December 31, 1920, they 
had increased only to $346,000,000.? 


HISTORY AND ISSUES OF THE SUIT 


The suit was delayed for some time after the preliminary action 
had been taken, partly because it was difficult to determine how 
to bring the case into the federal courts so that all the issues could 
be covered in a single petition. Finally an action was brought 
in August, 1919, by a stockholder of the Kansas City Title and 
Trust Company enjoining the officers of the company from invest- 
ing any funds of the stockholders in bonds issued under authority 
of the Federal Farm Loan Act. The First Joint Stock Land Bank 
of Chicago and the Federal Land Bank of,Wichita, Kansas, were 
allowed to intervene, and became parties defendant to the suit.’ 
The case was heard October 30, 1919, in the District Court of the 
United States for the Western District of Missouri. The argument 
of the case occupied only two days, at the end of which time the 
court dismissed the bill. Appeal was immediately taken,* and the 
case was argued before the Supreme Court January 6, 7, and 8, 
1920. On April 26, 1920, the court ordered the case reargued. 
Since oral arguments for that term of court closed April 30, the 
case had to go over to the October term.’ The decision of the 

* Amendments to the Federal Farm Loan Act, Circular No. 11, Federal Farm Loan 
Board. 

2 Annual Reports of the Federal Farm Loan Board, 1919, p. 21; Report of the 
Federal Farm Loan Board, 1920, p. 3; Federal Farm Loan Bureau mimeographed 
sheet No. 545. 

3 Smith vs. Kansas City Title and Trust Company, et al. 41 Supreme Court 
Reporter, 243-50. 

4 Third Annual Report of the Federal Farm Loan. Board, 1919, p. 19. 

’ The Commercial and Financial Chronicle, Vol. CX (May 8, 1920), p. 1931. 
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court was announced February 28, 1921, Justice Day delivering 
the opinion." 

The suit, as brought, involved the constitutionality of the 
entire Act, although the counsel for the appellant stated in reargu- 
ment that ‘‘the tax exemption is the real issue sought to be settled 
here.’’? The contention that the Act was unconstitutional was 
based upon three points: first, Congress has no power to create a 
corporation for the purpose of conducting a farm-mortgage loan 
business or to exempt it from state control; second, the mere expedi- 
ent of calling such corporations ‘‘banks’’ and endowing them with 
the possibility of acting as depositories of public money or as 
financial agents does not give Congress this power; third, the 
farm loan bonds are subject to state taxation. 

The first point pertained solely to the federal land banks. Judge 
Charles E. Hughes, on behalf of the federal land banks, argued 
that Congress had power to appropriate public money for the 
purpose of stimulating agricultural development, holding that 
“the purposes in view were public, not private; national, not 
local.’’* It was shown that at the outset practically all of the 
capital of the land banks was actually supplied by the United 
States Treasury, and that the Secretary of the Treasury, under 
the amendment of January 18, 1918, had purchased and held 
$175,000,000 of the bonds. The opposition pointed out that the 
government’s capital subscription was accidental and temporary.’ 
Moreover it was contended that it had never been suggested that 
the creation of the First and Second Banks of the United States 
could be sustained under the power of appropriation, although 

* Smith vs. Kansas City Title and Trust Company, et al. 41 Supreme Court 
Reporter, 243-50. Justice Brandeis took no part in the consideration or decision of 
the case because he was an owner of farm loan bonds. Justices Holmes and 
McReynolds expressed no judgment on the merits of the case because they held that 
the court had no jurisdiction in the case. 

2 “Brief for Appellant on Reargument,” p. 5. 

3 Ibid., pp. 12, 13. 

4 “Supplemental Brief for Appellee,” Federal Land Bank of Wichita, Kansas, on 
reargument, pp. 23-07. 

s The government provided $8,892,130 of the initial capital but under the terms 


of the Act this had been reduced to $6,832,680 on December 31, 1920. The Act 
contemplates that it will all be retired eventually. 
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in both cases the government’s subscription was permanent. In 
the opinion of the court the question of the ownership of the banks 
could not be considered as the deciding factor. The power of 
Congress to establish banks for national purposes, even where the 
majority ownership is private, however, had been clearly established 
in McCulloch vs. Maryland and Osborn vs. Bank.* Upon the 
authority of these cases the court had later rested the consti- 
tutionality of the legislation establishing the national banks. 

On the second point at issue it was argued that the power to 
designate these banks as depositories had not been exercised by 
the government, and that the federal land banks had acted as 
fiscal agents only in the case of loans for seed purposes.? It was 
contended, therefore, that these powers were merely incidental 
and not essential in any way to the farm mortgage business. The 
charge that these powers had been conferred on the two classes of 
banks merely as a pretext was entirely brushed aside by the court. 
The court emphatically stated that it is not within the province 
of the judicial branch of the government to question the motives 
of Congress as long as the latter acts within the limits of its con- 
stitutional authority. Congress had seen fit to make both classes 
of banks depositories of public money, when so designated by the 
Secretary of the Treasury, and had authorized their use as fiscal 
agents of the government. It was pointed out that in the decisions 
supporting the constitutionality of the Second Bank of the United 


t McCulloch vs. Maryland (4 Wheaton 316) decided the constitutionality of the 
act of Congress chartering the Second Bank of the United States. The opinion, 
written by Chief Justice Marshall, was one of a long line of decisions through which he 
elaborated the fundamental powers of the federal government. 

Osborn vs. Bank (g Wheaton 738) involved the validity of an Ohio law passed 
“for the avowed purpose of expelling the Bank (Second Bank of the United States), 
from the State,’’ and imposing an annual tax of $50,000 on each of the two branches, 
for the privilege of doing business in Ohio, In this case the constitutionality of the 
bank was again explicitly upheld. 

2 The Federal Land Banks of Wichita, Spokane, and St. Paul were designated 
fiscal agents for the purpose of making loans to farmers in certain drought-stricken 
areas for the purchase of seed grains during the summer of 1918. These loans were 
made from the President’s war emergency fund. About 15,000 loans were made, 
aggregating over $4,500,000. The loans were secured by crop liens. This service 
was rendered by the banks without any compensation except for the actual expenses 
involved. See Third Annual Report of the Federal Farm Loan Board, 1919, pp. 18, 19- 
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States, Chief Justice Marshall had given as a principal considera- 
tion the fact that the formation of the bank was required, in the 
judgment of Congress, for the fiscal operations of the government. 

Other privileges and duties granted to the farm loan institutions 
in no way detracted from the authority of Congress to use them 
for the governmental purposes named, and hence could not destroy 
the validity of the law. Whether these institutions could be 
technically called banks or not, the court did not undertake to 
decide, but gave a broad interpretation of banking in these words: 
“Speaking generally, a bank is a moneyed institution to facilitate 
the borrowing, lending, and caring for money.’’ The action of 
the court in sustaining the power of Congress to authorize national 
banks to act in a fiduciary capacity was cited to show that it was 
within the authority of Congress to permit banks to transact 
business, which, considered alone, might be beyond the power of 
Congress to authorize." Resting on these earlier cases, the court 
concluded that it was lawful for Congress to create the banks even 
where they were intended primarily to facilitate the making of 
farm loans. 

The chief contention was made upon the third point at issue— 
that the farm loan bonds are subject to state taxation. The farm 
mortgage bankers had especially hoped to have the sections per- 
taining to tax exemption adjudged unconstitutional. Section 34 
of the Act specifically limits court decisions by stating that if 
any clause or section of the Act should be held invalid, such judg- 
ment would not affect or impair the remainder of the Act but 
would be confined to the part directly involved. The court con- 
cluded, however, that, since it had been decided that the power 
to create these institutions was within the legitimate scope of the 
authority of Congress, the power to make the securities tax-exempt 
necessarily followed. This principle was held to have been settled 
in the cases of McCulloch vs. Maryland and Osborn vs. Bank. 
Quoting Chief Justice Marshall in the former case, the court said: 

That the power to tax involves the power to destroy; that the power to 
destroy may defeat and render useless the power to create; there is a plain 


* The Federal Reserve Act permits national banks (Sec. 11 K) to act in a fiduciary 
capacity. The validity of this was upheld in First National Bank vs. Union Trust 
Company (244 U.S. 416) decided June, 1917. 
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repugnance, in conferring on one government a power to control the consti- 
tutional measures of another, which other, with respect to those very measures, 
is declared to be supreme over that which exercises the control, are propositions 
not to be denied. 


The court pointed out that the same principle had been further 
recognized in the National Bank Cases by limiting the state taxa- 
tion of the property and franchises of national banks to the amount 
authorized by the laws of Congress. 


OPERATIONS OF THE FARM LOAN SYSTEM 


Before considering possible changes in the law, it is desirable 
to examine the results of the operations of the system to date to 
see how well it has fulfilled the general purposes of its founders. 

In spite of disturbed financial conditions and court litigation 
the banks have succeeded in making a large volume of loans. The 
mortgage loans of the twelve federal land banks at the close of 
business, December 31, 1920, aggregated $349,678,987. Upon 
the same date the net mortgage loans of the joint-stock land banks 
were $77,958,642. Capital to the extent of over $425,000,000 
therefore, had been supplied to aid in agricultural development. 

During the past two years the federal land banks have estab- 
lished themselves on a firm financial basis. The net earnings to 
December 31, 1920, were $4,504,820. Dividends of $1,533,104 had 
been paid and a total surplus and undivided profits of $2,861,236 
had been accumulated.” 

It was expected that the federal farm loan system would lower 
and equalize interest rates on farm loans. The disturbing effects 
of the war make it difficult to determine just how much influence 
it has had. In the favored corn-belt territory private companies 
have been able to compete effectively. On $61,152,392 of new 
loans granted by life insurance companies in Iowa during the 
first nine months of 1917, the interest rate was 5.18 per cent. 
This was while the federal land banks were being organized and 
before their influence was felt. At the outset the mortgage rate 

* Annual Report of the Federal Farm Loan Board, 1920, pp. 3, 4- 


2 Tbid., p. 4. 
3 Wight, Life Insurance Farm Loan Investment in War Time, p. 11. 
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of the federal land banks was 5 per cent. The rate was subse- 
quently raised to 53 per cent and, with the renewal of loaning 
activities this spring, to 6 per cent. The aggregate loans of the 
federal land bank and the eight joint-stock land banks in Iowa 
on May 31, 1920, were $46,956,445, which is the largest total for a 
single state.' This large volume of loans can hardly be ascribed, 
however, to marked reductions in interest rates. 

The situation seems to have been quite different in other states. 
In Wyoming, also in the eighth district, new loans of $29,400 were 
made by the insurance companies during the period January 1- 
September 30, 1917. ‘The rate on these loans was 7.43 per cent.’ 
Insurance companies scrutinize their loans very carefully and 
accept only the best. It is safe to assume, therefore, that most of 
these loans would have been acceptable under the Federal Farm 
Loan Act. Borrowers in that state have apparently been able to 
effect a saving of about 2 per cent per annum. 

To bring the general interest rate for all mortgages below that 
now prevalent in Iowa and Illinois will be a difficult task. The 
system has, however, done something toward making interest 
rates more uniform over the entire United States. Doubtless 
such wide variations as formerly existed were unwarranted, but 
the effort to bring the Iowa and Wyoming borrowers to the same 
level appears to be contrary to economic principles. 

One immediate effect of the Supreme Court decision was to 
protect the interests of all of the present bondholders. Whatever 
change Congress may see fit to make in the law will not alter the 
status of the outstanding bonds. In the second place, the banks 
are now free to resume activities. In renewing loaning operations, 
the banks have proceeded somewhat slowly. The Farm Loan 
Board has asked the banks to refuse to make loans when the 
funds are desired for the purpose of paying existing debts that are 
not yet due. This ruling was made because it was assumed that 
it would be difficult to sell a sufficient amount of bonds to enable 
the banks to meet all demands for loans. By limiting the loans in 

* Mimeographed sheets issued by Federal Farm Loan Bureau, Nos. 548 and 555. 

2 Wight, op. cit. 
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this way it was expected that the banks could take care of the 
most pressing needs of the farmers. 


THE POLICY OF TAX EXEMPTION 


The farm mortgage bankers directed a great deal of fire through- 
out their campaign upon the exemption from the federal income 
tax, but this point could not be raised directly in the suit. The 
contention was made that the bonds are subject to state taxation. 
The effect of the decision, therefore, was to settle the legality of 
exemption from state taxation. At this point the law, in the 
author’s opinion, represents correct policy. The preamble to the 
Act states that, among other things, the purpose was to create “a 
standard form of investment.’’ Since the Act was passed the 
enormous issues of Liberty Bonds have supplied the present 
generation with a large quantity of “standard investments.” 
Nevertheless, it seems desirable to place the bonds on such a basis 
that they will have the widest possible market. This they cannot 
have if subject to the varying tax provisions of forty-eight different 
commonwealths. 

The diversity of tax rates has been forced upon the writers’ 
attention by his personal experience in the past five years, during 
which time he has resided in four different states. Three of these 
furnish a typical example. In Iowa a $1,000 bond or mortgage 
would be taxed at the uniform rate of $5.00, regardless of the local 
tax rate on general property; in Ohio the same bond or mortgage 
would have been taxed $21.60; in Washington it would be entirely 
exempt. Reduced to an income-tax basis upon 6 per cent securities, 
this represents rates of 8} per cent, 36 per cent, and o respectively. 
Under such conditions a bond or mortgage could scarcely be 
regarded as a standard investment. 

As a matter of fact, it is probably true that at the present time 
a relatively small proportion of farm mortgages are actually paying 
taxes to state and local governments. This comes about, in the 
first place, because many mortgages are owned by institutions 
not subject to the general property taxes. Mr. Guy Huston, 
president of the First Joint Stock Land Bank of Chicago, 
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estimates the distribution of ownership of farm mortgages in the 
United States as follows’ 


Insurance companies 

Savings and commercial banks 
Eleemosynary institutions 
Local loans 

All others 


In most states the securities of insurance companies and banks 
are not subject to the general property taxes, but are covered by 
special forms of taxation on earnings or capital. Eleemosynary 
institutions are tax exempt. In some states, as Washington, the 
others are granted full exemption. Only a small proportion of the 
mortgages subject to state taxation are actually taxed. They 
are placed beyond the reach of the tax-gatherer by the familiar 
devices of purchasing mortgages made and recorded in the name 
of a bank or mortgage company, holding mortgages executed in 
other states, or simply refusing to declare them to the assessor. 
Mr. Huston estimates that less than 5 per cent of the farm mort- 
gages in the United States are actually taxed.? 

The policy of exempting the bonds from federal taxes is an 
entirely different question. 

Although the Supreme Court settled the legal right of Congress 
to make the bonds tax exempt, was it not within its jurisdiction to 
make any decision upon the wisdom of the measure. In fact, 
the court especially emphasized its own position in this respect by 
stating: 

With the wisdom and policy of this legislation we have nothing to do. 
Ours is only the function of ascertaining whether Congress in the creation of 


the banks and in exempting these securities from taxation, federal and state, 
has acted within the limits of its constitutional authority. 


* Hearings before the Committee on Banking and Currency, United States Senate 
Sixty-sixth Congress, Second Session on S. 3109, p. 61. It is not possible to get more 
accurate statistics. Huston’s estimate of life insurance investments, at least, checks 
fairly well with official reports. On December 31, 1916, 159 of the largest companies 
reported farm loans aggregating $828,568,867. The enormous increase in the insur- 
ance business ip, the past four years would seem to warrant Mr. Huston’s estimate 
so far as they are concerned. See Wight, of. cit. 

2 Working Capital for the American Farmer, addressed to Minnesota Farm Mort- 
gage Bankers Association, Jan. 27, 1921, p. 17. 





THE FEDERAL FARM LOAN CASE 445 


President K. N. Robins of the Farm Mortgage Bankers Associa- 
tion has said: ‘The decision settled the law but not the economics 
or public policy.’”* Evidently the Association expects to carry 
the fight to the floor of Congress with the hope of securing amend- 
ments in the law. Nor will they be alone in asking for changes, 
for there is a growing public sentiment against tax exemption of all 
kinds. Revolutionary changes have taken place in our taxation 
system since the Federal Farm Loan Act was passed in 1916. The 
income-tax law was then new and its rates were low. Government 
bonds had commonly been granted exemption from all taxes— 
federal and state. It had been a generally accepted principle that 
exemption of bonds from taxation directly benefited the borrower. 

Whatever may have been the fact as to the beneficiary of tax 
exemption before the federal income-tax law was passed, there 
cannot be any doubt that under present conditions tax exemption 
is a boon to men with swollen incomes. So far as the federal income 
tax is concerned, any 6 per cent bond will yield its full 6 per cent 
to an investor whose income is not above the $2,000 minimum 
allowed a married man without children. To a man with an 


income of $10,000 the net yield would be about 5.4 per cent. 
But on a million-dollar income the net return, after paying the 
income tax, is only 2 per cent. On the other hand, the largest 
income may entirely escape taxation by conversion into tax-exempt 
securities. The possessors of large incomes seem to be fully awake 
to this possibility. In his annual report for 1920, Secretary 
Houston says:? 


For the year 1916, net income amounting to $992,972,985 was included in 
the returns of taxpayers having net incomes over $300,000 a year. This 
aggregate fell to $731,372,153 for the year 1917 and to $392,247,329 for the 
year 1918. There is little reason to believe that the actual income of the 
richer taxpayers of the country had fallen in that interval. It is the taxable 
income which has been reduced and almost certainly through investment by 
the richer taxpayers in the tax-exempt properties. 


Very few of these investors shifted to farm loan bonds, for the 
total authorized for both classes of banks to November 30, 1919, 


* Special Bulletin No. 75, Farm Mortgage Bankers Association of America. 


2 “ Annual Report of the Secretary of the Treasury” (1920), pp. 36, 37, as quoted 
in Special Bulletin No. 72 of the Farm Mortgage Bankers Association. 
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was $342,235,000 and about half of these had been bought by the 
Secretary of the Treasury. There are no reliable statistics of the 
total of tax-free securities now outstanding, but the amount is 
known to be very large. The federal bureau of the census placed 
the total state indebtedness at $422,000,000 and that of the counties, 
municipalities, and other civil divisions at $3,475,000,000 in 1913, 
an aggregate of about four billion.? Securities of this class have 
always enjoyed tax exemption under the reciprocal relationship 
that has existed between the different divisions of government. 
Since 1913 this amount has largely increased and, moreover, there 
are other classes of tax-free securities. W. W. Powell, secretary 
of the American Association of joint-stock land banks, has placed 
the total at $17,000,000.3 

In any case, the volume of tax-exempt securities is very large. 
Investors not subject to the super-rates of the income tax can 
receive higher returns by selecting the 4} or 42 per cent Liberty 
Bonds or industrial issues, leaving to the very wealthy a free field 
in the low-rate, tax-free liberty, state, and municipal bonds. The 
gain to the public treasuries in lower interest rates is, therefore, 


not equal at all to the saving to the rich taxpayer. The result is 
virtually to defeat the purpose of the graduated income-tax law. 

This condition is attracting the serious attention of students 
of taxation. Professor Carl C. Plehn has summarized the situation 
as follows:* 


A much discussed question in the United States is whether public bonds 
should be taxable or not. The matter is really very simple. But the public 


* Third Annual Report of the Federal Farm Loan Board, 1919, pp. 28, 29. 
2 Abstract of Special Bulletins, Wealth, Debt, and Taxation, 1913, pp. 20, 21. 


3 His estimates follow: 
Municipal, county, and state bonds 
Special assessment bonds of cities 
Mutual Savings Bank securities 
Building and loan securities.................. 
First and last Liberty Bonds 
Federal Reserve bank stock 
Farm loan bonds 
See Hearings before the Commitice on Banking and Currency on S. 1309, January 10, 
12, and 13, 1920. 


4Plehn’s Introduction to Public Finance (4th ed.), pp. 362-63. 
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mind is greatly confused and scarcely knows what the issue is. What happened 
was as follows: As long as the general property tax was the only tax likely to 
fall upon a public bond, the interest rate paid by the government would have 
to be equal to the market rate of interest plus (1) the property tax, and (2) the 
cost of shifting the tax. This was so because the holder of a public bond feared 
that it would surely be discovered and taxed. But he knew of many other 
places where he could put his money and receive the market rate of interest, 
without a tax to pay. So if a state government issued a taxable bond it paid 
out in extra interest more than it could hope to get back in taxes. Moreover, 
it might not get the taxes back and yet have to pay the higher rate of interest. 
It was not even as broad as it was long, for the government was sure to save 
the cost of shifting if it issued tax-free bonds, and to pay only the market 
rate of interest. So it naturally came about that public bonds were sold 
tax free. But the matter took on a very different complexion when the 
income tax came in. Not having foreseen the income tax, the covenant had 
customarily read ‘‘free of all taxes,” which was understood to cover an income 
tax on the interest. Now if the income tax were a property tax the situation 
would be much the same as it was when the general property tax was the only 
one to consider, and the sensible thing to do would be to continue the old 
exemption plan. But the income tax is a personal tax, so the situation is 
quite different. Interest on public bonds is funded income, and instead of 
exempting it the logic of the tax requires that it be taxed more heavily even 
than earned or unfunded income. The matter is still further complicated by 
the surtax, especially by the very high surtaxes; for tax-free bonds constitute 
a fund for investments by very rich persons where their income is free of the 
surtaxes. The whole matter could be settled by providing that the exemption 
applies only to property taxes and that the interest when it merges in a private 
income loses its identity as interest. While the amount of tax exemption won 
in this way has been undoubtedly grossly exaggerated and the contracts issued 
in the past must be respected, there is no good reason for perpetuating the 
error in future issues. 


Secretary Glass has stated his opinion as follows:" 


It is intolerable that taxpayers should be allowed, by purchase of exempt 
securities, not only to obtain exemption with respect to the income derived 
therefrom, but to reduce the supertaxes upon their other income, and to have 
the supertaxes upon their other income determined upon the assumption, 
contrary to fact, that they are not in possession of income derived from state 
and municipal bonds. .. . . The very great advantage the states and munici- 
palities now have in conferring upon holders of their bonds larger exemptions 
from federal taxation than the federal government itself confers upon the 
holders of Liberty Bonds should be reduced as far as it may be reduced by the 
adoption of appropriate administration provision in the Federal Revenue Law. 


1 Annual Report of the Secretary of the Treasury, 1919, pp. 24, 25. 
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NEEDED CHANGES IN THE LAW 


The central issue in the fight against the constitutionality of the 
law as it stands was the tax exemption. Granting that the principle 
of tax exemption is, broadly speaking, unsound, there is a constitu- 
tional difficulty involved in bringing the income from municipal, 
county, and state bonds under the federal Income-Tax Law.' 
Municipal bonds are the chief potential competitors in the market 
with the farm loan bonds, and the fact that the former remain 
exempt has been held to justify complete exemption of the farm 
loan bonds also. The contention does not, however, seem to be 
sound. In the first place, municipal bonds are not entirely tax 
exempt but are subject to state and local taxation in a number of 
the states? Again, the present situation of farm loan bonds 
enjoying tax exemption superior to Liberty Bonds is an anomalous 
one and sets a bad precedent which will lead to demands for further 
exemptions of a similar nature. There has already been proposed 
a system of home loan banks on the same basis. Finally, in this 
matter, Congress has full power to act, whereas the municipal 
bonds are apparently beyond its jurisdiction. 

A law should be passed placing the future issues of farm loan 
bonds on the same basis as the 4} and 4? per cent Liberty Bonds. 
In taking such action Congress would simply repeat what was 
done in the matter of Liberty Bonds. The first issue of 3} and 
the 32 per cent Victory Notes of the Fifth Loan were made exempt 
from all income taxation; other issues are exempt only from the 
normal income tax. Even this partial exemption may be ques- 
tioned, and the only reason for suggesting it in the case of farm 
loan bonds is the precedent in the national bonds. 


« In passing the Income Tax Law of 1919, Congress refused to treat as within its 
taxing powers, interest received from bonds issued either by a state or any of its 
counties or municipalities (Congressional Record, LVII, 553, 774-77, and 2988). 
Congressman McFadden has proposed an amendment to the federal Constitution 
which would legalize an income tax on future municipal securities. It is beyond the 
scope of this paper to discuss the merits of this proposal, but it has received serious 
consideration in many quarters, and there appears to be a growing sentiment in its 
favor. 

2 In the following states, at least, taxation on the municipal bonds of other states 
is rigidly enforced: California, Illinois, Massachusetts, New York, Ohio, Pennsylvania, 
and Wisconsin. 














THE FEDERAL FARM LOAN CASE 449 


If Congress should choose the course here outlined of subjecting 
the farm loan bonds to the federal income tax but continuing 
the exemption from state taxation, would the taxed bonds sell ? 
If they bear interest of only 5 per cent, the answer would seem to 
be that they could not be sold at par under present conditions in 
the bond market. During the latter part of April a new issue 
of forty million of federal land bank bonds, dated May 1, 1921, 
was offered to the public. These bonds are ten-twenty-year 
bonds; that is, they are not redeemable before May 1, 1931, and 
are due May 1, 1941. They bear interest at 5 per cent and range 
in denominations from $40 to $10,000.1 The bonds are being 
offered at par, and until the results of this issue are definitely 
known it will be impossible to tell how such bonds will sell.2 Under 
present conditions they will appeal chiefly to investors having 
largeincomes. ‘They are on about the same basis as the 33 per cent 
Liberty Bonds which are selling at prices to yield slightly less than 
5 per cent. Subject only to the normal income tax, the 4} or 42 
Liberty Bonds are a more attractive investment. The Fourth 
4¢ Bonds, due in 1938, and not callable until 1933, compare most 
nearly as to maturity with this issue of land bank bonds, and these 
can now be bought to yield the purchaser about 53 per cent. This 
would seem to furnish a fair basis for estimating what interest rate 
would be necessary to render the farm loan bonds salable at par, 
if they were subject to the same tax provisions. If anything, the 
Liberty Bonds would sell more readily, for they are more widely 
known and are supposed at least to be more secure. 

But the probability that these bonds could not be sold on a 5 per 
cent basis does not constitute a sufficient argument against the 
proposal. Industrial enterprises, railroads, and other essential 
businesses are forced to sell their bonds on a much higher interest 


*By an amendment approved April 20, 1920, the minimum denomination of 
farm loan bonds was raised to $40 and the former maximum of $1,000 was stricken out. 
Public Document No. 182, Sixty-sixth Congress (H.R., 9065). 

* Early reports from local bankers and bond dealers indicate a very slow sale. 

3 Prior issues of farm loan bonds are redeemable five years from date of issue and 
hence cannot be used as a basis for determining the value of the new series. This is 
the first issue of farm loan bonds to begin redemption in the eleventh year from date of 
issue. 
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basis. The federal Treasury has paid as high as 6 per cent on 
recent issues of Treasury certificates of indebtedness. If partially 
taxed bonds could be sold on a 53 per cent basis, loans could still 
be made to farmers at reasonable rates. The banks have normally 
operated on a 1 per cent margin, the farm mortgage rate at present 
being 6 per cent. Some loans have been made with a 3 per cent 
spread, but presumably this is not regarded as sufficient for operat- 
ing expenses. Under the co-operative plan of the federal land 
banks it is expected that the borrowing farmers will receive back 
in dividends any saving made in operating costs. If some loans are 
made on a r per cent margin and others on a 3 per cent, the profits 
are pooled, a procedure which is unjust to those whose loans are on 
the wider margin. It seems desirable, therefore, that the margin 
should be uniformly 1 per cent. All borrowers will then secure 
their loans on the basis of interest rates prevailing when their loans 
are made. To raise the mortgage rate above 6 per cent would 
necessitate an amendment to the Act. However, the change in 
interest rates that has taken place during the past five years would 
seem to justify this action. Borrowers at the present high rates 
could take advantage of the privilege of paying their loans after 
the mortgage had run five years and could renew at the prevailing 
rate. 

In the discussion we have proceeded throughout as if both 
classes of banks operating under the Act were to be treated alike. 
As a matter of fact there is a strong probability that the first 
legislative action will be directed against the joint-stock land banks. 
A bill to repeal their tax-exemption privileges was before the last 
Congress.' On April 12, 1921, Senator Smoot introduced a bill in 
the Senate which, if passed, would completely eliminate the joint- 
stock land banks.’ 

In his annual report for 1920, Secretary Houston recommended 
the removal of the tax-exemption privilege on the ground that 
joint-stock land banks are private institutions organized for profit.’ 


*S. 3109, Sixty-sixth Congress, Second Session. 
2S. 431, Sixty-seventh Congress, First Session. 
3 y 


3“ Annual Report of the Secretary of the Treasury” (1920), pp. 188, 189, as 
quoted in Special Bulletin No. 72, Farm Mortgage Bankers Association of America. 
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His recommendations seem to include all tax exemptions, federal 
and state. He accompanies this with a caution that provision must 
be made to safeguard the interests of existing joint-stock land 
banks. Without making a specific recommendation upon the 
point, he suggests further that if this is done the federal land 
banks might be authorized by Congress to extend their loaning 
power to cover the classes of loans which joint-stock land banks are 
now permitted to negotiate. 

The wisdom of providing a dual system of farm loan banks has 
been seriously questioned and the experiment cannot yet be said 
to have had a full trial. Only nine joint-stock land banks were in 
operation before 1919. During that year the number increased to 
thirty and their loans from $7,289,870 to $54,126,357. They were 
practically inactive from March, 1920 to March, 1921, and three of 
them went into voluntary liquidation. The loans outstanding 
December 31, 1920, amounted to $77,958,642." 

Joint-stock land banks have gone into the cream of the territory 
serving borrowers already quite well taken care of by mortgage 
companies. Out of a total of $80,887,871 loans closed by the 
thirty joint-stock land banks to May 31, 1920, $23,924,095 were in 
Iowa and a large percentage of the remainder were in the neighbor- 
ing corn-belt states. Interest rates in these states were already low 
and terms liberal.? On the other hand, there are not joint-stock 
land banks operating in several of the western states where only a 
limited amount of private capital has been available and that at 
high rates. The joint-stock land banks are not restricted by law as 
to the amount of an individual loan, or the purposes for which the 
money may be loaned, nor to making loans only to actual farmers. 
Under its general powers of supervision the Board has limited the 
maximum loan to $50,000 and restricted the purposes for which 
loans may be made. It still remains true, however, that the 
banks may make large loans and may lend money to landlords and 
speculators. 

Either Congress should make the purposes identical for both 
classes of banks and impose some limitation upon the eligibility of 


* Report of the Federal Farm Loan Board, 1920, pp. 2, 4. 


2 The life insurance companies held $195,782,521 of Iowa farm mortgage loans 
on December 31, 1916, at an average interest rate of 5.28 per cent. Wight, op. cit. 
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borrowers, or else a discrimination in tax exemption against joint- 
stock banks is clearly warranted. On the other hand, if the joint- 
stock land banks are to be treated as private mortgage companies 
the law should be amended to allow them more liberal loaning 
opportunities. The maximum interest rate should be raised; 
the territory in which they may operate should not be restricted 
as at present to two states; provision should be made for retaining 
the old constituency of borrowers by allowing them to make 
straight term mortgages as well as amortized loans;' the lending 
power should be raised from fifteen to twenty times the capital and 
surplus. 

The question of the future of the joint-stock land banks should 
be settled as early as possible. At present there are less than thirty 
such banks, with a relatively limited volume ofloans. There is little 
doubt that the present number will increase and the volume of loans 
of the existing banks will expand, now that the constitutionality of 
the law has been sustained.? Before this takes place their status 
should be clearly established. 

A further change which should be made in the law as it now 
stands is to require the federal land banks and joint-stock banks 
to assume the expenses of the Farm Loan Board. This would 
place the system on a self-supporting basis, following the precedent 
of the Federal Reserve System. The Board looks with favor upon 
such a course and has recommended it to Congress. A bill to 
that effect passed the Senate during the second session of the last 
Congress and has recently been reintroduced by Senator Smoot 
for consideration in the special session. This change will doubt- 
less soon be made. 


* The first joint-stock land bank to be organized, the Iowa Joint Stock Land Bank 
of Sioux City, is controlled by the same interests that operate the Farmers Loan and 
Trust Company of Sioux City. In this way, borrowers are given their choice of making 
loans on either basis. The Farm Loan Board has ruled that this is permissible. A 
number of other banks have been organized on the same basis. See Proceedings of 
the Fourth Annual Convention of the Farm Mortgage Bankers Association of America, 
1917, p. 63. 

2 Speaking before the lowa Farm Mortgage Association in 1918, F. W. Thompson 
advised the farm mortgage men to “get in with both feet as fast as you can” if the 
Supreme Court sustains the constitutionality of the Act. 


3 Congressional Record, April 12, 1921, p. 73, S. 432. 
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The purchase of farm loan bonds by the Treasury has been 
criticized on the ground that it also represents a government subsidy 
to landowners. ‘The justification for the action can be found in the 
war emergency. New loans were needed by farmers and the 
federal land banks could not function without selling their bonds. 
Bonds could not be sold readily in the face of Liberty Loan cam- 
paigns. For the most part they bear interest at a higher rate than 
the government was paying for money when the bonds were bought, 
but the Treasury has since paid as high as 6 per cent on treasury 
certificates of indebtedness. Holding these bonds, therefore, 
represents a net loss to the government. As soon asit is feasible the 
federal land banks should redeem them, but since many of them 
bear only 43 per cent interest it will be difficult to dispose of them 
on the present market. The amendment of 1918 provided that as 
long as the Treasury holds any of these bonds, the temporary organi- 
zation of the banks should be continued. This condition should be 
terminated as soon as possible. 

Certain administrative blunders have been charged against the 
federal land banks in the course of the campaign against the system. 
It has been held in the first place that loans have been made to 
landowners who are not actual farmers. Pictures have been circu- 
lated showing the city residences of some of the Iowa borrowers. 
It would appear that in some cases the banks have been rather 
lenient in interpretation of what constitutes an actual farmer. 
It seems that where the arrangement between landowner and 
farm-operator could be construed as a partnership contract, the 
loan has been allowed. Straight share leases have been ruled out, 
however, and, on the whole, the number of cases where the spirit 
of the Act has been overstepped at this point is relatively small. 

Again it has been shown that in certain cases the provisions 
for a maximum loan of $10,000 have been evaded by deeding a 
portion of the farm to other members of the family temporarily. 
The evidence in certain cases is undisputed, but again the number 
of such occurrences has apparently not been large. In Iowa and the 
adjoining states the high value of land renders the $10,000 maximum 
burdensome. On behalf of the farmers in that territory an effort 
has been made to increase the loan limit from $10,000 to $25,000. 
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This amendment would be justified if the tax-exemption section is 
also amended. 
CONCLUSION 


It may be concluded that the banks are firmly established and 
that they are being managed well. Administrative irregularities 
have doubtless occurred and the Board itself recognizes the need 
for certain changes, notably more frequent examinations of the 
national farm loan associations. In the matter of tax exemption, 
the Act granted more liberal conditions than are warranted. The 
legality having been established, Congress now has a free hand to 
amend Section 26 along the lines of sound public policy. Hasty 
action is unnecessary and would be unwise, but serious considera- 
tion should be given to the matter. The position of the joint-stock 
land banks should receive the earliest consideration so as to settle 
clearly their status while their number is still small. 


HowarpD H. PRESTON 
UNIVERSITY OF WASHINGTON 





THE SEATTLE MUNICIPAL STREET-RAILWAY SYSTEM 


Seattle is the first large city in the United States to own and 
operate its street-car lines in their entirety. It is of more than 
passing interest, therefore, to ascertain the circumstances under 
which it took over the lines and what success has attended their 
operation. 


I. THE PURCHASE OF THE STREET-RAILWAY SYSTEM 


Like practically every other American city, the early stages of 
Seattle’s growth were accompanied by the construction of a num- 
ber of competing street-car lines. By 1901, however, these small 
rival lines had been bought up by a subsidiary of the Stone and 
Webster Company and a consolidated trolley system was intro- 
duced. This company not only owned the car lines but also owned 
numerous water-power sites and furnished commercial light and 
power to the city and to the surrounding localities. With its monop- 
oly of effective power and of local transportation and owned as it was 
by absentee capital, it soon became, for one reason or another, dis- 
tinctly unpopular, and in 1902 the city proceeded to develop the 
Cedar River power project and in 1905 entered into active com- 
petition with the company in the furnishing of light and power. 
The success of the city in these ventures was distinct, and the 
bitterness between the citizens and the company increased with 
the years. Constant litigation was resorted to, and it seemed 
unlikely that the street-car franchises which expired in 1925 and 
1934 would be renewed. 

From 1915 to 1918 the company, like all street-car concerns, 
fell into increasing difficulties. On the one hand, the rapid increase 
in the cost of materials, and after a lag the upward movement of 
wages, increased expenses. On the other hand, the company 
could not secure a higher fare both because of the opposition of 
the public and because of a legislative provision which fixed five 
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cents as the maximum fare. At the same time the rapid develop- 
ment of the private automobile and the commercial jitney bus was 
making large inroads into its urban and interurban traffic." 

The war intensified the strain upon the city’s transportation 
system. Shipbuilding sprang up and speedily attracted to the city 
tens of thousands of men who had to be transported to and from 
their work. The rapid increase in the cost of living and of 
wages in other industries caused the street-car employees to 
demand higher wages, which the company was loath to grant, 
and a strike occurred in the fall of 1917 which was settled by a 
decided increase in wages. The rapid increase of prices, however, 
and the high wages paid in the shipbuilding industry, made it 
almost impossible for the company to maintain a standard force, 
and in the early summer of 1918 it was estimated that 20 per cent 
of the company’s cars were idle during the peak hours because 
there were not any trainmen to man them. Adequate transpor- 
tation of the shipyard workers was therefore impossible. The 
street-car employees demanded still higher wages, and, since the 
company declared that it could not meet the expense, the city was 
faced with the possibility of a complete stoppage of transportation. 

The company then asked the city to permit a higher fare. 
Mayor Ole Hanson refused this request on July 6, 1918, but 
indicated certain concessions that he would make if the company 
would increase its wage scale to a minimum of fifty cents an hour 
and pay its overdue tax of 2 per cent on its gross earnings. Among 
these concessions were: 

1. The inauguration of a system of skip-stops. 

2. The elimination of street congestion due to parking of 
automobiles at curbs. 

3. Emergency interchange of power between the city and the 
company. 

4. Extra charge of one cent for transfers on certain lines. 

5. Assistance in “staggering’’ of school hours and shopping 
hours to relieve the peak loads. 

*In 1915 the revenues of the street-car system declined approximately $600,000 


from those for the preceding year—a loss caused almost exclusively by jitney competi- 
tion. 
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6. Discontinuance of service on certain lines where service was 
being maintained only to hold the franchise. 

7. Relief of company for the period of the war from paying 
its overdue paving obligations which amounted to approximately 
$400,000. 

The company refused this offer, and the city council on 
July 11 declared that it was its opinion that the company should 
“be permitted to earn on its railway system during the war an 
average net amount equal to that earned during the years 1913, 
1914, 1915, 1916 and 1917.’’ The Superintendent of Public 
Utilities was instructed to report what measures would be neces- 
sary to enable this to be done and at the same time “insure ade- 
quate service to the public and fair conditions to the employees.” 
The superintendent, Mr. Murphine, reported a month later that 
if the company would accept the concessions proposed by Mayor 
Hanson and change 120 of its cars to one-man cars it would be 
able to meet the necessary increased wage cost. Further conces- 
sions that were suggested were the remission of the 2 per cent 
gross-receipts tax and the waiving of bridge rentals. Mr. Murphine, 
however, opposed any increase in fares. 

The company declared that these concessions were insufficient, 
and Mayor Hanson then offered to lease the lines for the period 
of the war, guaranteeing the company a net return equal to that 
earned during the four preceding years. 

This was refused by the company, which still insisted that an 
increase in fares be granted. The employees, who had been 
promised an increase if the city and the company could come to 
an agreement, were growing more and more restive, and a com- 
plete tie-up of the lines seemed imminent. On August 28 the 
company declared that it was ready to sell the lines unless a six- 
cent fare was granted, jitneys prohibited, and other concessions 
made. On the following day Mr. Hugh M. Caldwell, then cor- 
poration counsel, advised the Mayor that, though the city could 
not permit the company to charge a six-cent fare, if it leased the 
lines it could increase the rates. Mayor Hanson and the council 
then again rejected the company’s proposal and renewed their 
offer of a lease to last until six months after the war. This was 
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again rejected by the company, and matters were apparently at a 
deadlock and continued so for a week. 

At this juncture Mr. A. Merritt Taylor, a well-known street- 
railway man and then head of the Passenger Transportation and 
Housing Division of the Emergency Fleet Corporation, arrived in 
Seattle with the announced purpose of straightening out the tangle 
and securing adequate transportation for the shipyard workers. 
On September 6 he held a series of conferences between the com- 
pany’s local officers and the city officials. He recommended that 
the city grant an increase in fares, which the Mayor and council 
refused to do, and then proposed that the city buy the lines. 
Upon being asked how much they were worth, he is said to have 
declared that it was a public-utility rule that a line was worth 
approximately five times its annual gross revenue. Since the gross 
receipts for the first six months of 19:8 had been approximately 
$2,150,000, he stated that the probable value was $22,500,000. 
The company’s representatives then made a tentative offer of 
$18,000,000. 

Men who were present at the meeting say that Mayor Hanson 
became enraged at this proposal and declared that he would not 
pay more than $15,000,000 for the lines, threatening the com- 
pany strenuously unless it accepted this figure. Another council- 
man, who had hitherto not been regarded as unfriendly toward 
the company, also declared that he would become its enemy unless 
it accepted the offer. This offer was informally acquiesced in by 
all members of the council present. The company took the 
matter under advisement, communicated with the parent concern 
in Boston, and on September 12 announced that it accepted the 
proposal. 

The next month was largely spent in working out the details 
of the sale which had been agreed upon in such an offhand fashion. 
A local firm of accountants was given ten days to prepare a report 
on the value of the street-railway property and reported that the 
company’s books showed that a total of $15,300,000 had been 
expended in constructing the street-railway system. The report 
stated, however, that this amount made no allowance for the 
depreciation of the property and recommended that a thorough 
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accounting, together with a physical valuation, should be made 
before the deal was finally consummated. On October 21 the 
council voted to submit the question of buying the lines to an 
“advisory vote”’ of the people at the coming November election. 
Councilman Fitzgerald, the proponent of the measure, stated that 
“if the people vote yes we can purchase the lines if we want to, 
but if they vote no, we will not purchase them.’* Some opposi- 
tion to the purchase began to develop. Councilman O. T. Erickson, 
a strong supporter of municipal ownership, had been absent 
during the period in which the offer was made to the company. 
Shortly after his return he issued a statement that, should the 
proposed deal go through and the five-cent fare be continued, the city 
would lose approximately $1,600,000 a year. Mr. G. F. Cotterill, 
chief engineer of the State Highway Commission and an ex-mayor 
of the city, addressed a lengthy letter to Mayor Hanson and the 
city council in which he protested against the price that was 
being offered the company. Mr. Cotterill stated that the State 
Tax Commission and the State Board of Equalization had fixed the 
full value of all the properties of the company at $16,686,000 for 
1918. The total property was assessed at 46 per cent of this, or 
$7,675,000. Mr. Cotterill pointed out that the transfer of the 
street railway did not include: (1) Two power-supply systems 
outside of King County (Seattle) valued at $2,225,000 in 1913, 
(2) The complete system of distribution and the business of supply- 
ing light and power within King County, including several large 
auxiliary steam-power plants, the various substations, the steam- 
heating systems covering the central business district of Seattle, 
and various tracts of real estate. Mr. Cotterill estimated that 
these properties were quite as valuable as the street railway itself. 
This gave a value for the street-railway property, according to 
Mr. Cotterill, of approximately $6,900,000, or less than one-half of 
what the city was offering. 

Mayor Hanson vigorously defended the sale against these 
attacks. He declared that the lines would not only pay with the 
five-cent fare, but would yield a profit sufficient to retire the serial 
bonds issued to finance the sale when they came due.? He stated 
* Seattle Post-Intelligencer, October 22, 1918. 2 Ibid., October 7, 1918. 
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that the taxpayers would never have to pay increased taxes to 
retire the bonds since “the lien [of the bonds] is only a lien on the 
earnings of the traction company’s lines.’”* Mayor Hanson also 
issued a statement declaring that the physical valuation of the 
property was $16,102,946. This was arrived at by taking the 
cost of constructing six and one-half miles of unpaved single track- 
age and five-eighths of a mile of paved double trackage (1.25 miles 
of total track) on Division A of a short municipal line which had 
been constructed in 1912-14. The cost per mile of the unpaved 
trackage had been $21,477 and that of the paved double track 
$71,433. Mayor Hanson then applied these cost figures to the 
mileage of the traction company to arrive at the basic value of 
the company’s lines, in the following manner: 


60.6 miles of unpaved track at $21,477....... $ 1,299,735 
145.4 miles of paved track at $71,433 10,384,321 
Rolling stock, car barns, etc 4,418,980 


$16,102,946 


Mayor Hanson’s use of the cost figures of Division A as the 1918 
valuation for the traction company’s lines was clearly a false anal- 
ogy for the following reasons: 

1. The construction and materials in the Division A trackage 
were greatly superior to that of the traction company. The rails 
were 50 per cent heavier than the heaviest company rails? and 100 
per cent heavier than the others. The pavement was eighteen 
feet wide and made of the best brick on a concrete base of extra 
thickness in which the ties were imbedded. It was also equipped 
with elaborate overhead trolley-wire construction and iron poles, 
together with two special crossings and several switches. All of 
these features were of much better quality and far more expen- 
sive than those of the traction company’s lines. 

2. It treated the traction company’s lines as new and made 
no allowance for their depreciation. Some of the track was 
eighteen or twenty years old and practically all of it was at least 
eight or ten years old. 

* Seatile Post-Intelligencer, October 20, 1918. 

* With the exception of some grooved T rails on the so-called Second Avenue line 
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The attention of the public was, of course, concentrated not 
upon the street-railway situation itself but upon the war, which 
was then in its final stages. The citizens were undoubtedly some- 
what relieved at the prospect of getting rid of the traction com- 
pany and were not disposed to probe the Mayor’s figures closely. 
All four of the papers,’ including the radical Seattle Union Record. 
supported the measure. There was little discussion because of the 
war and the influenza epidemic, and at the election on November 5, 
a week before the armistice, the purchase was approved in a light 
vote, by a ratio of 3 to 1, there being some 13,000 votes for and 
4,000 against. 

It might have been expected that the signing of the armistice 
would have led to the cancellation of the purchase by the city, 
since the purchase was originally designed to meet only the war- 
time emergency. There was still plenty of time to withdraw. 
The city had signed no contract and was not obligated legally. 
Nor was the city bound by the November election. It had been 
specifically stated that the balloting was to be merely “advisory,” 
and it will be remembered that Councilman Fitzgerald had declared 
that the approval of the electors did not commit the council unless 
the council also agreed. Even if it had still been believed that 
the purchase of the lines was necessary from the standpoint of 
public policy, the removal of the war-time emergency certainly 
made it advisable to take more time and follow the advice of the 
accountants in making a physical valuation which should take 
into account the possible depreciated value of the property. 

Mayor Hanson and the majority of the council, however, did 
not alter their course, and carried through final negotiations with 
the company. The ordinances by which the traction property 
was finally purchased were passed late in December by a bare 
majority of the council, five members voting for, two against, and 
the remaining two being absent.? By these ordinances the city 

*It is at least worthy of record that one of the papers, the Post-Intelligencer, was 
purchased during September, 1918, and later disclosures showed that the local manager 


of the Puget Sound Traction, Light, and Power Co. was one of the four men who 
furnished the purchaser with funds to buy the paper. 


2 The two negative votes were cast by Councilmen Lane and Erickson, who were 
regarded as the strongest supporters of municipal ownership on the council. 
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agreed to pay $15,000,000 for the traction lines under the following 
conditions: (1) The company was given the purchase price in 
twenty-year serial bonds drawing interest at 5 per cent. The 
first instalment of these bonds, however, was not to fall due until 
1922, and after that they were to be retired at the rate of $833,000 
per year for eighteen years.’ (2) The principal and interest of 
these bonds constituted a first lien upon the gross earnings of the 
lines.2. (3) The city bound itself to purchase from the company 
at the rate of one cent per kilowatt hour all power necessary to 
operate the lines. The city moreover agreed that when its own 
power developments, particularly the so-called Skagit project, 
made it possible to provide municipal power for the lines it would 
protect the company by cutting off a maximum of only 5,000 
kilowatts per year of the company’s power. Moreover, for every 
5,000 kilowatts which were thus cut off, the city bound itself to 
purchase one substation from the company for a sum to be set 
by a board of appraisors. (4) The city freed the company from 
certain overdue paving obligations and from certain bridge rentals 
amounting in all to several hundred thousand dollars. Certain 
sections of real estate in the city, and rolling stock which the com- 
pany claimed belonged to a subsidiary line outside of the city, were 
also exempted from the sale. 

A friendly suit was instituted to test the legality of the sale, 
and the State Supreme Court declared that the terms of the pur- 
chase made by the city were proper and legal. 

It will be remembered that Mayor Hanson had assured the 
voters that the principal and interest of the bonds could never 
cause an increase in taxation because they were only a lien upon 
the earnings of the lines. In the event of a deficit however, 
since the principal and interest of the bonds constituted a first lien 
upon the gross receipts of the lines, the net loss upon the lines would 
have to be met by taxation. Mayor Hanson’s statement is thus 


* As a matter of fact these bonds have sold below par so that their present market 
value is less than $15,000,000. 


2 The language of the ordinance reads: ‘The semi-annual payments of interest 
and such annual payments of principal shall constitute a charge upon such gross 
revenues superior to all charges whatsoever.” 
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seen to have been most casuistical and to have conveyed a false 
impression. 


Il. THE OPERATION OF THE STREET-RAILWAY SYSTEM 


The city took over the lines on April 1, 1919, and granted a 
substantial wage increase on that date, which was followed by 
another increase in the fall. Mayor Hanson resigned during the 
summer and was succeeded by his intimate supporter, Councilman 
Fitzgerald. During both of their administrations the lines were 
managed by the superintendent of public utilities, Mr. Murphine. 
Statements were issued purporting to show that the lines were 
making money and were proving a good investment. These 
statements, however, made no allowance for depreciation. 

In the municipal election of 1920 Mr. Hugh M. Caldwell, the 
former corporation counsel, attacked the purchase, and pledged him- 
self, if elected, to an investigation and, if fraud were shown, to an 
attempt to recover the excess purchase price. Mayor Fitzgerald, on 
the other hand, defended the transaction, but, although he was sup- 
ported by all three privately owned papers' and by the large business 
interests, he was eliminated in the non-partisan primary elections by 
Mr. Caldwell and by Mr. James Duncan, the labor candidate. Mr. 
Caldwell then defeated Mr. Duncan in the election proper, in which 
the traction question did not appreciably figure. Shortly after the 
election, statistics were published by the City Comptroller’s office 
showing a loss, when depreciation was included, of $517,000 on 
the lines for the nine months from April 1, 1919, to January 1, 1920. 
All but $18,000 of this was due to the depreciation factor. 

The publication of these statistics, the campaign conducted by 
the Mayor, and the insistent protests of those councilmen who had 
always been opposed to the sale, began to awaken the city to a 
realization that their transit difficulties had not been settled by 
the mere act of buying out the private company. The city was 
confronted with the very grave problems of how to make the street- 
car system pay and how to retire the serial bonds which would 
begin to fall due in two years. Various lines of action presented 
themselves: (1) To effect economies in the street-car service. 


* He was opposed of course by the Union Record, the labor organ. 
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(2) To increase revenues by increasing the fares. (3) To restrict 
or eliminate the jitney competition with the street-car system. 
There were nearly two hundred privately owned motor cars and 
busses carrying passengers on regular routes in the city whose 
total receipts were, at a conservative estimate, somewhere between 
$250,000 and $500,000 a year. (4) To attempt to force more 
favorable terms of purchase than those provided for in the formal 
sale of the lines. All four of these methods were resorted to with 
the following success: 

Some administrative expenses were reduced by the new adminis- 
tration, which placed a practical railroad man, Mr. David Hender- 
son, in direct charge of the system, but the savings here were not 
great. Proposals for the curtailment of service upon outlying and 
non-paying lines, moreover, naturally met with opposition from 
the adjacent residents and because of the political pressure appre- 
ciable savings were almost impossible to effect. 

In July, 1920, the street-car fare was raised, not without 
opposition, from five cents to six and one-quarter cents (four 
tokens for twenty-five cents) with a flat cash fare of ten cents. 
Since practically everyone purchased tokens, this amounted to a 
25 per cent increase in fares. The monthly passenger revenues 
increased from an average of $414,000, which had prevailed in the 
preceding months of 1920 (January to June inclusive), to $472,000 
for the succeeding months (August to December inclusive). This 
was an increase of $58,000, or approximately 14 per cent, over the 
previous monthly income. This was accompanied by a falling off 
in the number of passengers carried of approximately 9 per cent." 
This decrease in traffic permitted a reduction of service and a 
consequent reduction in the monthly pay-roll of approximately 
$10,000, or about 4 per cent, while the power costs decreased on 
the average slightly over $4,000 a month, or approximately 8 per 
cent. The total savings, therefore, of the increase in fares were 
about $72,000 per month plus the lessened wear and tear upon 
the equipment, track, etc. This fare was maintained for only 
approximately six months. In January, 1921, the fare was 


* This was partially caused by the decline in Seattle’s industrial population dur- 
ing these months. 
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increased to eight and one-third cents or three tokens for twenty- 
five cents. The cash fare was still maintained at ten cents. 

The third possibility, that of limiting jitney competition, was 
early resorted to by the city. In May, 1920, the city council 
passed an ordinance providing that all jitney busses must secure 
a permit from the city before they could operate. The terms 
under which they could operate and the routes they could use 
were to be fixed by the Department of Public Utilities. The 
council later went on record as opposing the granting of any per- 
mits whatsoever under this ordinance, save as “feeders” in the 
outlying districts to the street railway and for interurban travel. 
The intent of the council has therefore unmistakably been not 
that of regulating jitney competition but that of suppressing it. 
This ordinance, however, has not yet (March, 1921) been enforced, 
since the jitney owners secured a temporary injunction enjoining 
the city from enforcing the original ordinance. A complicated 
legal battle ensued, and the matter is now before the State Supreme 
Court. If the court upholds the city’s contention, as seems 
probable, the jitneys will be compelled to cease operation, since 
an initiative measure revoking the council’s regulations was 
defeated at the polls. In the meantime the revenues of the 
municipal street-railway system are much less than they would 
have been had the ordinances been enforced immediately. This 
incident is of interest, since it serves to show the tendency of 
legislative and administrative officials to stamp out competition 
to municipal enterprises, and the general approval of these acts 
by the public which, under private ownership of the street-car 
lines, would undoubtedly have been strongly opposed to such a 
course of action. 

The final possibility, that of attempting to force more favor- 
able terms than those provided in the contract, was also resorted 
to. Mayor Caldwell received an appropriation of $10,000 to 
investigate the terms of the purchase and to determine whether 
any grounds existed for a suit to recover any “excess” amount 
that might have been promised the company. This investigation, 
including a physical valuation of the property, was carried on 
during the latter part of 1920 and was presented to a grand jury 
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in November. The physical valuation, conducted by Mr. Cyrus 
A. Whipple, was based upon a prior valuation by the State Public 
Service Commission several years previously which had never been 
completed. In contrast to the “valuation” made prior to the sale 
of the lines, the standard chosen was not the mere total original 
cost but the reproduction cost of the actual physical plant less 
depreciation. The basis of estimating the reproduction cost was 
the average price of each ingredient in the ten-year period, 
1908-18, and each item was, after inspection, charged with depreci- 
ation according to the judgment of the engineer. As a result of 
this investigation, Mr. Whipple placed a value of $7,834,000 upon 
the physical property turned over by the company, or only slightly 
over one-half the amount paid by the city for the lines. 

The grand jury reported that it was its belief that the price 
paid was excessive; that the company had wittingly unloaded the 
property upon the city, and that the city was entitled to “equitable 
relief’’ from the terms of the contract. The jury found, however, 
that while it believed Mayor Hanson had been guilty of slack 
business practice in neglecting to have a proper valuation made of 
the property before its purchase, there was no evidence presented 
to indicate that any of the city officials had themselves profited 
financially by the deal. These findings by the grand jury, while 
interesting, plainly did not contribute any definite plan for future 
action. The specia! investigator for the Mayor, however, made a 
report late in January, which was approved by the Mayor, declar- 
ing that the city should offer to rescind the contract and hand 
back the lines to the company, thus canceling the bonds, and that, 
if this proposal were rejected by the company, the city should 
then bring suit to rescind the sale. He further proposed that if 
the city council should refuse to take such action, a taxpayers’ suit 
should be instituted to break the contract. 

The situation at this time seemed to be especially acute, since 
$405,000 interest upon the street-railway bonds was due on March 1 
for which no funds were at hand. In fact there was an actual 
deficit in merely operating the lines. The Mayor refused to per- 
mit a suggested transfer of $295,000 of surplus funds from the 
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municipal water and power systems and from the library sinking 
fund. The council not taking action, a group of business men 
applied for an injunction restraining the city from paying interest 
upon the railway bonds from the street-car revenues until after 
wages and other charges had been met, or paying any money to 
the company from the general funds of the city. This, in other 
words, was to make the bonds a residual charge upon the street- 
railway receipts instead of a prior charge as was specified by the 
contract. The courts, however, refused to grant a permanent 
injunction to this effect. 

Contrary to the expectations of two months previous, the city 
was able to meet the interest charges on March 1 because of the 
greatly increased revenues in January and February coming from 
the eight-and-one-third-cent fare. If the earnings for the last few 
months are maintained, it seems probable that the city will not 
only be able to meet the operating and interest charges from the 
street-railway revenues, but will be able to retire at least a portion 
of the principal as well. 

Today public opinion in Seattle is divided as to the proper 
future course to pursue. One group wishes to hand the lines back 
to the company, although it is probable that the company would 
not receive them. Still another group believes that the city should 
go ahead with public ownership and that it should meet its con- 
tract obligations. It is difficult to see how the courts will permit 
the city to do anything else. Certainly if the city hopes to main- 
tain its general credit and wishes to market bonds to develop its 
Skagit River power project, it will be impossible to refuse pay- 
ment upon its street-railway bonds. 

There are likewise two opinions as to what fares should be 
charged under municipal ownership. One group, composed largely 
of the business and property interests, naturally desires to make 
the lines self-supporting and to increase the fares to such a point 
as will make this possible. The other, composed largely of the 
non-property-holding classes and many of the small property 
owners, favors a low fare with the deficit to be met from general 
taxation. 
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Ill. FINANCIAL STATUS OF THE MUNICIPAL STREET-RAILWAY 
SYSTEM AND A COMPARISON WITH PRIVATE OWNERSHIP 


1. The financial status of the street-railway system under private 
ownership.—In order to judge adequately of the relative financial 
success of the street-railway system under municipal as compared 
with private ownership, it is necessary first to ascertain just what 
the financial record of the road was under the ownership of the 
Puget Sound Traction, Light, and Power Co. Fortunately the in- 
vestigation made in the early summer of 1918 to secure the 
average prior annual earnings for the five and one-half preceding 
years gives us sufficient data upon this topic. The income, profit, 
and loss statement for this period is given by years in Table I. 


TABLE I 


REVENUES AND EXPENSES OF PUGET SouND TRACTION, LIGHT, AND PowER Company, 
SEATTLE STREET-RAILWAY DIVISION, JANUARY 1, I1913—JUNE 30, 1918 


(In thousands of dollars) 








191s 1916 1917 Total 





Total revenues 3,012 | 3,153 | 3,565 | 17,051 
I i a)4. a aue binds 2,935 | 3,084 | 3,512 | 16,633 
Miscellaneous 77 69 53 418 

Total expenses 1,823 | 1,952 | 2,173 | 9,824 
Operation: 

Conducting trans- 
portation 982 | 1,003 | 1,189 | 5,174 
Power 57 56 79 309 37 
Miscellaneous 304 | 436] 441 | 2,156 307 
Maintenance: 
Way and structures. . 161 218 202 054 99 
Equipment 215 223 245 | 1,186) 237 154 

18 20 19 57 II 29 

Excess of revenue over ex- 
0 a ae 1,189 | 1,201 | 1,392 | 7,227|1,445 | 864 

Franchise tax 62 65 73 346] 69 44 

General property tax (ap- 
portioned to railway)... 251 277 285 | 1,316) 263 168 

Depreciation......... ooo) O89 653 | 663 | 671 | 3,253] 651 341 

Net revenue 766 223 | 196 | 363 | 2,312) 462] 311 





























This apparently indicates that the average net income of the 
lines for the five years 1913 to 1917 inclusive was $462,000, or 
approximately 3.1 per cent on a $15,000,000 valuation. It should 
be noted, however, that the lines were charged with an annual 
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average of only $62,000 for power, which was furnished by the 
power plant of the same company. It is understood that the rate 
used in computing this was that of one mill per kilowatt hour, a 
rate far less than the existing commercial power rates and only 
one-tenth of that which the city now pays the company for the 
municipalized lines. In other words, the power business of the 
company was being used to help carry the traction line. It is 
also perhaps doubtful whether the depreciation charges were 
adequate. 

Probably the most accurate statement of the real financial 
situation during the preceding year was that made by Messrs. Pratt 
and Leonard, the local managers, in a telegram sent to the home 
office of Stone & Webster in September, 1918, in which they 
recommended the sale of the lines. They declared that “if trade 
finally consummated, we will be receiving 5 per cent on full value 
property which for the last seven years has earned after proper 
allowance for power and depreciation 1.35 per cent on this value 
and for the last five years eight-tenths of 1 per cent.”* The “full 
value” referred to was plainly intended as $15,000,000, and it is 
safe to conclude, therefore, that the real net earnings of the com- 
pany for the preceding five years had not exceeded $120,000 
annually and may have been much below this figure. 

2. Financial status of the street-railway system under municipal 
ownership and operation.—Table II gives the income, profit, and 
loss statement of the lines for twenty-one months of municipal 
ownership and operation, dating from April 1, 1912, to Decem- 
ber 31, 1920, as prepared by the City Comptroller. 

This shows an apparent loss of $1,590,000 for the twenty-one 
months of operation, to which should be added property retire- 
ments during 1920 which were not included in the foregoing state- 
ment at the time it was issued, but which the Comptroller estimated 
would approximate $165,000, or a total direct loss of $1,755,000. 

The foregoing losses, however, are not all. The taking over of 
the lines by the city meant the loss of tax revenues formerly paid 
by the private company and the assumption by general funds of 


* Telegram of September 6, 1918, uncovered by the grand jury. See Seattle Post- 
Intelligencer, February 1, 1921. 
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expenses properly chargeable to the street-railway system itself. 
These invisible items should, of course, be included in any appraisal 
of the financial aspects of the municipal line. Among them may 
be mentioned: (1) payment by other departments of salaries for 
services performed in reality for the street-railway system; (2) the 


TABLE II 


REVENUES AND EXPENSES OF THE SEATTLE MUNICIPAL STREET-RAILWAY SYSTEM, 
APRIL 1, 1919—DECEMBER 31, 1920 


(In thousands of dollars) 








April 1-Dec. 31,| Jan. r-Dec. 31, 
1919 1920 Total 
(9 Months) (12 Months) 





Total revenues 4,158 5,462 9,620 
Passenger 4,031 5,284 9,315 
Miscellaneous 127 178 305 

3,570 4,993 8,563 


1,950 2,644 4,594 
559 684 1,243 

f 250 389 639 
Maintenance: 
Way and structures 457 740 
Equipment 734 1,262 
Profit and Loss: 
Delayed Losses 20 20 
Property retired from service 62 62 
Miscellaneous 3 3 
Interest on bonds 866 1,473 
Depreciation 677 1,176 
Deficit 1,073 1,590 














loss of free rides for policemen and firemen; (3) the cost of repair- 
ing pavings and crossings; (4) loss of general property tax on 
street-railway property; (5) loss of 2 per cent tax on gross revenue; 
(6) loss of payments for police protection; (7) loss of payments for 
maintenance and upkeep of bridges; (8) loss of payments for 
repairing the paving between the tracks. An attempt has been 
made by the City Comptroller to measure these losses, which are 
shown in Table III. 

This shows that the invisible items of loss of the city during 
the first twenty-one months were approximately $1,213,000, which, 
added to the direct loss of $1,755,000, forms a total loss for the 
period of $2,968,000. 
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By far the largest part of this loss accumulated during the 
period of the five-cent fare. Following the installation of the 


TABLE III 


INVISIBLE Losses OcCASIONED BY MUNICIPAL OWNERSHIP OF STREET-RAILWAY 
SysTem* 








April 1-Dec. 31,| Jan. 1-Dec. 31, 
1919 1920 Total 





Salaries (legal, financial, administrative)... $17,570 $33,445 $51,015 
2,729 6,126 8,555 
Office expenses 15,572 31358 18,930 
Transportation (police and fire depart- 

ment) 38,000 54,000 92,000 
30,000 20,871 50,871 
General property tax 342,000 434,646 776,646 
Franchise tax 83,160 105,680 188,840 
Fees for police protection 4,050 5400 9,450 
Bridge maintenance fees 7,755 9,122 16,877 








$540,836 $672,648 | $1,213,484 











* This does not include some $64,000 of bridge fees remitted at the time of the sale, and $1,850 
auditing fee for services rendered prior to the sale. 


six-and-one-quarter-cent fare in July the monthly direct losses 
decreased greatly as is shown by Table IV. 


TABLE IV 


Drrect Losses, SEATTLE MUNICIPAL STREET-RAILWAY 


SysTEM BY MONTHS, 1920 
Month 


September 
October 


During the first quarter of 1921, on account of the increase in 
fare to eight and one-third cents, the finances improved greatly, 
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and during February and March the lines actually made money 
over and above the expenses directly charged to them. 

Despite the more recent improvement in earning power, a loss 
in the first twenty-one months of ownership of so staggering a sum 
as $2,968,000 seems, at least at first sight, to be an effective indict- 
ment of municipal ownership itself, and has indeed been widely 
advertised as such. It is well, therefore, to consider whether this 
is true or whether the traction company itself under similar circum- 
stances would have fared equally ill. 

3. To what extent were the losses due to municipal ownership 
and operation?—As a preliminary step in the determination of 
whether these losses are chargeable to municipal ownership and 
operation per se, or whether they were inherent in the situation, 
let us assume that had the private company owned and operated 
the lines during this period, they would have succeeded in raising 
the fares to the same amount and at the same time as the munici- 
pality.. With the revenue therefore the same, what would have 
been the relative expense of the two methods of management ? 

It is clear that no completely definite answer can be made to 
this question. Nevertheless it is possible, by considering a num- 
ber of factors, to throw much light upon the problem and indeed 
to arrive at a tolerably accurate judgment upon the matter. 

a) Interest Payments and Profits: During the first twenty-one 
months of municipal ownership, the city paid out $1,473,000 in 
interest charges to the bond holders, or a yearly rate of $842,000; 
$1,212,500 of this was paid to the company and the remainder on 
bonds issued for the early municipal line and for improvements. 
The books of the Puget Sound Traction, Light, and Power Co., on 
the other hand, as shown in Table I, indicated a total net profit 
of $790,000 for the two and one-half years from January, 1916, to 
July, 1918, or a yearly rate of $316,000. In other words, the 
private company received $434,000 a year, or $759,000 for the 
twenty-one months, more than they would have received had they 
owned the lines and received the same annual profit as in the pre- 
ceding period. On the other hand, of course, the company would 


* As a matter of fact, it is improbable that the private company would have 
been able to raise the fares to that point. 
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have enjoyed higher revenues and hence greater net earnings had 
it been able to secure the 25 per cent increase in fares which the 
city enjoyed during the last six months of the period. Even 
assuming that all of the $72,000 monthly gain thus secured would 
have gone to swell the net earnings, we still have an excess of 
$327,000 more paid to the company than they would have been able 
to earn for themselves. This amount cannot be said to bea loss due 
to municipal operation, but to be a guaranty to original investors 
of an amount that they would have been unable to earn under 
private ownership. 

b) Power Charges: The city is paying for its power at the con- 
tracted rate of one cent per kilowatt hour, and has expended 
$1,242,000 for power during the first twenty-one months. The 


TABLE V 
WAGES oF TRAINMEN ON SEATTLE STREET-RAILWAY SYSTEM 








First 3 MONTHs | 4TH-O6TH MONTH |7TH-12TH MONTH| OvER ONE YEAR 





Cents Cents : Cents , Cents ; 
a Relative} per |Relative} per /|Relative er |Relative 
our 


Hour Hour our 





Prior to municipal owner- 
shi 46 100 | 46 100 | 48 100 | 50 100 
April 1, 1919 as .8 116 | 56.3 122 | 56.3 117 | 59.4 | 119 
October 1, 1919 59-4 129 | 59.4 129 | 65.6 131 | 65.6 | 131 





























Puget Sound Traction, Light, and Power Co. charged the lines, 
when under their ownership, at the rate of only one mill per kilo- 
watt hour, or one-tenth the rate now paid by the city. This 
difference in the power rate accounts for $1,119,000 of the deficit, 
which would have been removed had the city paid the same rates 
as those enjoyed by the lines under private ownership. 

c) Wage Costs: The municipal lines have been operating under 
a higher wage scale than that which existed under private owner- 
ship. The city has made two increases in wages, which are shown 
in comparison with the wages paid when the city took over the 
lines in Table V. 

In addition, when the city took over the lines it established the 
basic eight-hour day and granted time and one-half for everything 
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worked in excess of this. Beginning on January 1, 1920, the city 
granted an annual two weeks’ vacation with pay to its street-railway 
employees, thus causing an increase of approximately 4 per cent 
in the wage costs. The increases granted the trainmen have been 
paralleled for other employees of the system. The increase in the 
total wage cost over the company’s total can then be estimated at 
17 per cent during the six months prior to October 1, 30 per cent 
from then to the beginning of 1920, and 34 per cent after that 
date. The approximate amount of these increases is shown below. 


TABLE VI 
INCREASE IN WAGE CosT UNDER MUNICIPAL OWNERSHIP 








Period 


Total Wage 
Cost 


Amount Payable 
under Prior Sale 


Amount Due to 
Increases 





April 1-October 1, 1919 
October 1-December 31, 1919 
January 1-December 31, 1920 


$1,250,000 
700,000 
2,644,000 


$1,068,000 
539,000 
1,970,000 


$182,000 
161,000 
674,000 





$4,594,000 


$3,577,000 


$1,017,000 














It is thus seen that the increased wage scales resulted in a heightened 


expense of approximately $1,017,000. It may be objected, of course, 
that the very fact that wages were thus advanced is proof of the 
city’s incapacity to protect itself against the demands of its em- 


ployees. It is difficult, however, to see how either the city or the 
company could have done anything else. Appreciable increases 
were necessary to prevent the men from leaving for other jobs, 
and even after the second increase, hourly wages in the street- 
railway system were much below wages in occupations requiring 
equal skill. The granting of the two weeks’ vacation leave with 
pay would probably not have been given under private ownership, 
but it is in harmony with the employment practices of most 
government bureaus and many advanced private firms. On the 
whole, it is probably a good business policy and raises the morale 
of the force. It increases the stability of labor by helping to hold 
men longer in their positions despite the lower pay. It thus 
reduces the turnover cost, which for motormen is very high. 

d) Maintenance and Depreciation: The city in its first twenty- 
one months of operation expended $1,962,000 for maintenance, 


y 
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while the private company in the year and a half from January 1, 
1917, to July 1, 1918, expended only $661,000. The city, in 
other words, spent approximately $84,000 a month for maintenance 
to the company’s $36,700, or a total for the twenty-one months of 
$993,000 more than the private company would have expended had 
it continued its maintenance outlay at its former rate. Nor was as 
much of this increase caused by the increased cost of materials as 
one might think. Building materials, it is true, cost in 1920 over 
double what they did in 1917, but metal products, which are a 
more important factor, in 1919 were 20 per cent below their 1917 
level and in 1920 were 10 per cent below. 

The increased expenditure for maintenance was largely caused 
by the fact that both the rolling stock and the ways and structures 
were in bad condition when the city took over the lines." A great 
deal of money had to be spent to put the lines into passably good 
shape, and much of the expenditure charged to maintenance has 
been in actuality spent for improvements. Despite the nearly 
two years of added wear and tear, the physical condition of the 
property today is probably nearly as good as, and perhaps better 
than when it was turned over. In other words, the depreciation 
factor may have been offset by the increased expenditures nomi- 
nally charged to maintenance but in reality constituting additions 
to the plant. To this extent, therefore, that part of the deficit 
attributed to depreciation may be more apparent than real. 

Summarizing the discussion of the preceding points, it may be 
said that expenditures of the street-railway system have been 
increased by the following unavoidable? amounts: 

Increased interest 
Increased power charges 


Increased wage costs 
Increased maintenance charges 


Had it been possible to avoid these expenses, the lines would have 
yielded a surplus of approximately $500,000 after deducting both 


* Stone and Webster, however, do not agree with this statement. They do not 
believe that the lines had been running down more than a year. 


? Unavoidable, that is, granted that the terms of the sale were what they were. 
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direct and indirect expenses. Had the roads been purchased at a 
smaller figure, the expenses naturally would have been less. Had 
$10,000,000 been the sum paid, a saving of $437,000 in interest 
would have been effected, while the charge for the factor of depre- 
ciation would have been $392,000 less, or a total lessened deficit 
of $829,000. While any accurate estimate of the actual worth of 
the properties purchased is plainly impossible, both because of 
the paucity of data and the conflicting theories of public-utility 
valuation, it seems most probable that $10,000,000 would have 
far more closely approximated the real value than $15,000,000. 
Mr. Whipple’s report fixed the reproduction cost less depreciation 
at slightly less than $8,000,000. Even if we make a liberal allowance 
for possible understatements of value in this report, it is difficult 
to see how they could have been sufficient to bring the total up 
to $15,000,000." A valuation on the basis of original cost less 
depreciation would have given a lower figure than Mr. Whipple’s, 
while if the reproduction cost had been taken for the single year 
1918 it would have been higher. Public-utility authorities in 
general favor such an averaging of reproduction costs as practiced 
by Mr. Whipple rather than the use of any one year. 

Taken all in all, it seems difficult to escape the conclusion that 
the city by its offhand method of purchase probably paid much 
more for the system than it was worth under almost any accepted 
method of public-utility valuation. 


IV. SUMMARY AND CONCLUSIONS 


It is not municipal ownership and operation in itself that has 
been discredited by the Seattle experiment. The city has prob- 
ably done as well or better with the street railways than any 
private company could have done under similar circumstances. It 
is worthy of note, however, that the city was forced to raise the 
fares and probably would have been compelled to do so even had 
they purchased the lines at an appreciably lower figure. Neither 


A valuation of the lines had been made for the company more than a year prior 
to the sale which the company announced as totaling over $15,000,000. The valua- 
tion theory followed was not explicitly stated, however, and the report itself was not 
turned over to the city when it purchased the lines. 
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city nor company could have made the lines pay under the five- 
cent fare. 

What the Seattle experience does demonstrate is the necessity 
for business prudence and accurate valuation on the part of 
any governmental body taking over an enterprise. 

The Seattle story points still another moral. When the 
private owners of public utilities feel themselves too strongly 
menaced by the forces of labor upon the one hand and the public 
regulation of rates upon the other, they are likely to do what they 
did in Seattle, namely, declare themselves for public ownership 
and offer to sell their property—at a high figure. By doing so 
they can retire secure in the possession of larger interest payments 
than they could have enjoyed under private ownership and with 
all the worries of management shifted to the shoulders of the 
state. Such may indeed be the policy adopted by the railroad 
owners if business depression continues and other means fail. 
State socialism may well prove, in the key industries at least, to 
be the most effective protection of capitalism. In consequence, 
the supporters of public ownership may have to beware of new- 


found friends. 
Paut H. DovuctLas 
UNIVERSITY OF CHICAGO 





RETURN THE PAID-IN CAPITAL OF THE FEDERAL 
RESERVE BANKS 


The purpose of this article is to trace in broad outline the changes 
which have taken place in the capital, earnings, and surplus of the 
Federal Reserve banks and to suggest a change in the law with 
reference to the capital of the banks. 

Capital—The growth of the capital of the Federal Reserve 
banks is shown in the following table: 


PAID-IN CAPITAL OF THE 12 FEDERAL RESERVE BANKS* 
Date Capital in Thousands 
December 31,1914 . . ... .- - . « $18,051 
ee 
ge ee 
pe ee ee 
Se 
poecemper 93,9099 « «sk tlt ltl ltl tle | OR 
Decemberse,3eee . . « « © ts oe + el OTRO 


Bund. Vnlgusintepn meu ininthdhoehiintcheapes. 
The Federal Reserve Act provided that each national bank must 
subscribe to an amount of stock of the Federal Reserve bank 
equal to 6 per cent of its capital and surplus. One-half of the 
subscription was to be paid up in instalments as follows: one- 
sixth (of the subscription) on call of the Federal Reserve Board 
(the board called for payment on November 2, 1914); one-sixth 
within three months after the first call; and one-sixth within six 
months after the first call. The other half of the subscription 
remains subject to the call of the Federal Reserve Board. State 
banks becoming members subscribe for the same percentage of 
their capital and surplus. When member banks increase their 
capital or surplus they must subscribe for more stock in the Federal 
Reserve bank. Or if they decrease their capital or surplus they 
must surrender a part of their stock. 

The explanation of the changes in the amount of paid-in capital 
of the Federal Reserve banks is quite simple. There has never 
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been a net decrease. Slight decreases have occurred when national 
banks have liquidated or when state bank members have with- 
drawn or liquidated. The increases have been the result of the 
partial payment of subscriptions, the admission of state banks as 
members, the starting of new national banks, and increases in the 
capital or surplus of member banks. 

Thus the influence of the payment in instalments is seen in 
the increase in the year 1915 over the year 1914. The great 
increase arising from state banks joining the system came after 
the United States had entered the war. On December 31, 1914, 
13 institutions with state charters had joined the system. Their 
total capital and surplus was $17,884,000." At the end of 1915, 
32 state banks had become members. The year 1916 added 
6 more. During the year 1917, as the result of more liberal terms 
_ of entry, the appeal to patriotism made by the President of the 
United States, and the activities of the American Bankers’ Asso- 
ciation, the membership increased to 250. In 1918, the total rose 
to 930; at the end of 1919, it was 1,181, and on December 30, 1920, 
1,487 state institutions with a total capital and surplus of $1,016,- 
399,314. Therefore we may conclude that about $30,492,000 of 
the capital of the Federal Reserve banks on December 30, 1920, 
represented that contributed by state institutions. 

We may next consider the part which has come from the 
national banks. The total capital of $18,051,000 on December 31, 
1914, would represent a total capital and surplus of member 
banks of $1,805,100,000, since 1 per cent of the capital and surplus 
had been paid in as the first instalment. Subtracting the capital 
and surplus of the state banks which were members, we find that 
the capital and surplus of the national banks at that time was 
$1,787,216,000. Subtracting the capital and surplus of member 
state banks, as given above, from the capital and surplus of all 
member banks on December 30, 1920, leaves $2,309,300,000 as 
the capital and surplus of the national banks. So $69,278,000 was 


* First Annual Report of the Federal Reserve Board, p. 20. 


2 This total was obtained by taking the total for the end of November, 1920, as 
given in the Federal Reserve Bulletin for December, 1920, p. 1299, and adding to it 
the capital and surplus of the state banks joining in December as given in the Federal 
Reserve Bulletin for January, 1921, p. 68. 
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their contribution to the capital of the Federal Reserve banks. 
Thus a large part of the growth of the capital of the Federal 
Reserve banks has come from the increase in the number of the 
national banks and the increases in their capital and surplus. It 
is to be remembered that many state banks became national banks 
instead of joining the system as state banks. 

Earnings and surplus.—The war upset many predictions, but 
none so decidedly as the prediction that the Federal Reserve banks 
would not be able to earn their prescribed dividend of 6 per cent. 
Indeed, the question now is what disposition should be made of 
the earnings, and considerable effort has been made to refute the 
charge of profiteering. 

The net earnings of all the Federal Reserve banks for the various 
years are given below. The figures are for earnings after expenses 
were paid, but before dividends were deducted. 


EARNINGS OF THE FEDERAL RESERVE BANKS* 


Period Amount 
November and December, 1914 . . . . $ 123,765 
.. 2 rr a) aha 639,881 
ee. 6 s 6 ee ees Se 2,750,909 
a ee ee 11,202,993 
RS 6 gg ey ga ae er a 55,446,079 
ee . se es ke eS oS eo 82,038,785 
i 


* The figures for the years from 1914 to rgr9 are taken from the annual report of the Federal Reserve 
Board. The figure for the year 1920 is taken from the Federal Reserve Bulletin for February, 1921. 


It will be remembered that the banks were started during a period 
of depression intensified by the disturbances in foreign trade and 
exchange incident to the start of the world-war. When we, as a 
neutral nation, began supplying food and munitions to the belliger- 
ents, part of our payment came in the form of gold. This gold, 
together with the lower reserve requirements for national banks 
which came in with the Federal Reserve System, caused an easy 
money market. This meant little rediscounting at the Federal 
Reserve banks and low rates of discount. So, for the early years, 
many of the Reserve banks did not earn their dividends. An 
examination of the records shows that organization expenses were 
carried as an asset as late as December 30, 1916, by the Kansas 
City bank. 
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The gross earnings, of course, depend on the volume of earning 
assets and the level of rates charged. The total earning assets 
were as follows for the several years: 


EARNING ASSETS OF THE FEDERAL RESERVE BANKS* 
End of Year Earning Assets in Millions 
a <ok Sger ee le ie “ee 
Ms 3S a we Se ep Se ee ee 83 
es. a es a bw ae hee ee 222 
Mes «es Ow SS SS ee 
es eS 6 ere) Se Saw Se 


ee ae ee ee 
me « «4% 3,263 


* The figures for the years from r914 to 1919 are taken from the annual reports of the Federal Reserve 
Board. The figure for the year 1920 is taken from the Federal Reserve Bulletin for January, 1921. 


It is seen that the big advance in earning assets came after we had 
entered the war. But the rate was held low to assist the Treasury 
Department in the flotation of loans, so the earnings were not so 
great as they might otherwise have been. As soon as the Federal 
Reserve Board felt that it could raise rates without violating 
the promise to those who had heeded the injunction “‘ borrow and 
buy,” it did so. This increase in rates along with the increase 
in earning assets due to the post-armistice boom, explains the big 
increase in earnings in 1919 and 1920. 

When the earnings became large the banks began a policy of 
setting aside liberal reserves for various things and writing off 
the cost of furniture and fixtures and the value of buildings on the 
land later to be built upon. They also assumed the cost of the 
check-collection system. This wise and generous system should, 
by all means, be continued. Undoubtedly the banks will utilize 
a part of their earnings to write off a considerable portion of the 
cost of the bank buildings that are to be erected. 

When times become more normal, particularly when liquidation 
is completed and the government stops absorbing funds by short- 
term borrowing, we may expect the earning assets of the Federal 
Reserve banks to decrease and the rates to be at a lower level. 

The original act made the following provision for disposition 
of the earnings. The member banks were to receive a cumulative 
dividend of 6 per cent a year on the paid-in capital stock. One- 
half of what was left was to go to the government as a franchise 
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tax and one-half was to go to surplus until it equaled 40 per cent 
of the paid-in capital. After the surplus had reached 4o per 
cent all of the earnings above dividends were to go to the govern- 
ment. On June 30, 1918, all accumulated dividends had been 
paid by all of the banks. 

On March 3, 1919, the law was changed to allow all of the 
earnings above dividends (including those of the year 1918) to go 
to surplus until it reached 100 per cent of the subscribed capital 
and thereafter 10 per cent to go to surplus. The government 
receives what does not go to surplus. In accordance with these 
provisions the surplus account has stood as follows: 


SURPLUS OF THE FEDERAL RESERVE BANKS 


Beginning of Year 
me. s+ se it ew s st ue BS Oe 
ee Gg ks ee ee 22,738,000 
a ee 
a 


The figure for 1919, of course, does not reflect the change in the 
law mentioned above. The adjustment of surplus is now made 
after December 31 and June 30 each year. 

Policy with respect to capital and surplus.—This great growth of 
capital and surplus raises the question as to how much capital and 
surplus the Federal Reserve banks really need. We are familiar 
with the function of capital and surplus in the individual bank. 
They act as a guaranty fund to protect the liabilities to the public. 
The function of the capital and surplus of a central bank is not so 
clear. It is the function of the central bank to mobilize the bank- 
ing reserves of the country and to control the discount rate and 
the general credit situation. Typically it deals primarily with 
other banks, and their capital and surplus safeguard the central 
bank. That is, the paper that is rediscounted bears the indorse- 
ment of the bank that presents it. Thus the chance for loss is 
very slight, since the capital and surplus of the member bank 
would have to be exhausted before the central bank could lose. 
Of course, in so far as the European banks have private customers 
and the Federal Reserve banks engage in “open market” trans- 
actions there is the same need for capital and surplus as in the 
case of the private bank. 
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The law assumes that the capital of the Federal Reserve banks 
should change in exact proportion with the capital and surplus of 
the member banks. Presumably the idea was that in this way 
the capital of the Federal Reserve banks would be kept in some 
fixed proportion to the banking business of the country. However, 
two disturbing elements may be noted: First, the Federal Reserve 
System has made it possible for the member banks to expand their 
business without expanding their capital. This decreases the pro- 
portion which the capital of the Federal Reserve banks bears to 
the business of the member banks. Second, the addition of many 
state banks has increased the proportion of the capital of the Federal 
Reserve banks to the business of all of the banks of the country. 

It will be interesting to see whether the experience of other 
countries shows that there is any significant relation between the 
capital and surplus of the central banks and the capital and surplus 
of the banks of the country or to the demand liabilities of the 
banks of the country. The figures below are all taken from the 
volume on statistics for Great Britain, Germany, and France in 
the ‘‘ Publications of the National Monetary Commission.” 

Taking the year 1906 as a normal year, we may compare, 
first, the capitalization of the central banks with the capitalization 
of the other banks in the country. The tables call them the 
principal banks. In England, the capital and surplus of the 
Bank of England was £17,553,000, about 6 per cent of the £28r1,- 
756,000 capital and surplus of the other banks. In Germany, the 
other banks had 3,204,101,000 marks capital and surplus to the 
244,814,000 marks of the Reichsbank. The Reichsbank’s capital 
and surplus was about 8 per cent of the others. The Bank of 
France shows a higher percentage, viz., 18 per cent, for its capital 
and surplus was 225,000,000 francs to 1,229,000,000 francs for the 
other banks. These figures do not disclose much uniformity. 

Next we will compare, in 1906, the capitalization of the cen- 
tral bank with the demand obligations of all of the other banks 
in the country. The capital and surplus of the Bank of England, 
£17,553,000, was 1.2 per cent of the deposits and current accounts 
of the other banks, £1,439,000,000. In Germany, the capital and 
surplus of the Reichsbank, 244,800,000 marks, was 3.7 per cent of 
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the deposits and current accounts of the other banks, 6,671,000,000 
marks. The Bank of France had a capital and surplus of 225,000,- 
ooo francs, which was 4.2 per cent of the 5,320,000,000 francs of 
deposits and current accounts of the other banks. The figures 
indicate a fair amount of correspondence between Germany and 
France. The smaller figure for England is due to the more exten- 
sive use of checks and the wider spread of deposit banking. 

After all, these figures are not very significant, if we see what 
has happened in the various countries over a considerable period 
of time. In 1876, the Reichsbank had a capital and surplus of 
131,000,000 marks, which was 19 per cent of the 745,000,000 marks 
capital and surplus of the other German banks. But in 1907, its 
225,000,000 marks capital and surplus was only 7 per cent of the 
3,354,000,000 marks capital and surplus of the other German 
banks. The result is still more striking when we compare the 
changes in the deposits and current accounts. In 1876, the capital 
and surplus of the Reichsbank, 131,000,000 marks, was 27 per cent 
of the 479,000,000 marks deposits and current accounts of the 
other banks. In 1907, the capital and surplus of the Reichsbank 
had increased to 225,000,000 marks, but the deposits and current 
accounts of the other banks had increased to 7,067,000,000, so the 
Reichsbank’s capital and surplus was only 3 per cent of the amount. 

In the United Kingdom, the capital and surplus of the Bank of 
England in 1889 was £17,721,000 and actually declined to £17,- 
553,000 in 1908. Between the same dates the capital and surplus 
of the other banks increased from £164,77 9,000 to £301,706,000 and 
the deposits and current accounts varied from £869,000,000 in 
1892 to £1,520,350,000 in 1908. 

The showing in France is similar. In 1888, the Bank of 
France had 226,515,000 francs capital and surplus; in 1906, it had 
225,015,000 francs, a slight decrease. Yet during the same period 
the deposits and current accounts of the other banks rose from 
1,924,000,000 to 5,320,000,000 francs, and their capital and surplus 
banks increased from 650,509,000 francs to 1,229,000,000 francs. 

From this bewildering variety of changes in different countries 
and at different times in the same country, the conclusion seems 
to be inevitable that the relation of the capital and surplus of the 
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central bank to the capital and surplus or to the demand obliga- 
tions of the other banks of the country is not a matter of great 
importance. A little consideration will show that the percentage 
of reserve held by the central bank is the crucial matter. When 
Bagehot wrote “Lombard Street” it was the reserve held by the 
Bank of England that he condemned as inadequate, not its capitali- 
zation. And it is the reserve which still commands the attention 
of the writers in the financial periodicals. 

If reserve then is the important problem, it is evident that, in 
the United States, the problem of providing the Federal Reserve 
banks with adequate funds is to be solved by considering the 
reserves which the member banks are required to hold with Federal 
Reserve banks rather than the amount of the capital and surplus 
of the Federal Reserve banks. The contribution of a member 
bank to capital is 3 per cent of its own capital and surplus, while 
its contribution to reserves is 7, 10, or 13 per cent (depending upon 
its classification as central reserve city, reserve city, or country) 
of its demand deposits. The latter amount will of course be 
much greater. 

We may return to our problem of the disposition of the earn- 
ings and the capitalization (including both capital and surplus) of 
the Federal Reserve banks. The disposition of the part of the 
earnings of the Federal Reserve banks which goes to the government 
presents no problem. The provisions of the law are admirable. It 
provides that the funds may be used to retire United States bonds 
or to strengthen the gold reserve back of the United States notes. 
So long as the war debt is so great and the bonds are selling below 
par, the Secretary of the Treasury will probably elect to use the 
money to retire bonds. As a measure to simplify our currency 
and to get the government out of the business of issuing credit 
money, the provision to add to the gold reserve back of the United 
States notes is attractive. Presumably if the gold reserve was 
brought up from $150,000,000 to $346,681,016 the United States 
notes would be retired when redeemed. 

The policy with reference to the part of earnings which goes to 
surplus is the difficult problem. Shall we continue to increase 
the capital and surplus indefinitely? The present capital and 
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surplus of the Federal Reserve banks is more than three times the 
capital and surplus of any European central bank. The surplus 
itself is more than double the capital and surplus of any European 
central bank. 

If we wish to reduce the total, we might get rid of some of the 
surplus. But the policy of cutting down the total by returning 
the paid-in capital to the member banks has greater advantages 
than reducing the surplus. Under this plan the banks would still 
subscribe 6 per cent of the capital and surplus to the stock of the 
Federal Reserve banks, but none of it would be paid in. The 
process of returning the subscriptions need not start until condi- 
tions are somewhat more normal. It would, of course, be done 
gradually. The advantages of this course are as follows: (1) It 
would relieve the Federal Reserve banks of any necessity of con- 
sidering whether earnings would be enough to pay dividends or 
not. The discount policy could be based entirely on considera- 
tions of the credit and business situation of the country. (2) It 
would remove one of the reasons advanced by the state banks for 
not entering the system, namely, the necessity for investing 3 per 
cent of their capital and surplus in the stock of the Federal Reserve 
banks and getting a return of only 6 per cent on it. The desira- 
bility of having all banks within the system is beyond question. 
So, even though the objection has little merit, it might be well to 
remove the cause of complaint. 

There would be no need to change the provision about future 
growth of the surplus. For, in the future, the growth will be 
comparatively slow, because, after the surplus has become 100 per 
cent of the subscribed capital, only 10 per cent of the earnings 
will be added to it. And, while it is dangerous to predict, probably 
the earnings in the future will be less in amount both because of 
lower discount rates and because of the decreased volume of 
rediscounting. 

We conclude, then, that considerable advantage could be gained 
by returning to the member banks the capital stock they have 
paid in to ‘the Federal Reserve banks. 

James D. MAGEE 

New York UNIVERSITY 





LABOR ABSENTEEISM 


Significance of labor absenteeism and relation to labor mobility.~— 
Labor absenteeism is here understood to mean the more or less 
involuntary absence of employees from work for reasons which may 
be considered unavoidable on the part of the employee. While 
absenteeism is not labor mobility, it does have an important bearing 
on the extent of labor shifting because the absent employee of 
today is quite likely to become a factor in the labor mobility of 
tomorrow. Labor absenteeism, however, bears an important 
relation to labor instability as may be gathered from a typical 
expression of the employment manager of a large plant. He writes: 


This question of absenteeism has not been given sufficient consideration 
in its relation to labor turnover. Usually the first symptoms of that condition 
of mind in the employee, which results in quitting, are carelessness and indif- 
ference in regard to his or her work. These initial symptoms may escape 
detection, but the next logical stage of the disease, usually evidenced after the 
weekly day of rest, is “absenteeism.” This should at once be made a subject 
of investigation and record. 

Reluctance to resume or remain at work may be due to causes inherent 
in the individual, but may also result from unsatisfactory conditions which 
affect the personnel of a whole department or a whole organization. In the 
first case, means may be found to salvage the individual to the organization— 
perhaps by the removal of misunderstandings, by transfer, or by other mean 
and his or her surroundings. In the second case, the investigation of one or 
two cases of “‘absenteeism” may lead to the discovery and correction of condi- 
tions in the department or organization, which are causing dissatisfaction, 
unrest, and consequent labor turnover. 

Absenteeism may be the first tangible symptom of a disease either in the 
individual or in the organization, and as such should not be neglected. Labor 
unrest, like other diseases, can be best overcome if attacked at the appearance 
of the first symptoms. If the conditions which such symptoms indicate are 
neglected, the disease will quickly spread until a whole organization is affected. 


* Labor mobility is here interpreted to be the movement of labor into and out of 
industrial establishments. For a comprehensive survey of this subject see “‘ Mobility 
of Labor in American Industry,”’ by Paul F. Brissenden and Emil Frankel, Monthly 
Labor Review, June, 1920, and ‘The Mobility of Industrial Labor,” by the same 
authors, in the December, 1920, issue of the Political Science Quarterly. 
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In order to devise means which will bring about a lessening of 
absenteeism, and guarantee continuous and efficient operation, it 
is necessary to record the behavior of the working force in regard 
to absenteeism. Such records will be effective and valuable supple- 
ments to the labor mobility records of the plant forces. 

Until recently, only a relatively small number of establishments 
have tried to keep records of their absentees. When such records 
are kept, it has been customary to work out from them what are 
called “percentages of absenteeism.” Even the most cursory 
examination of this so-called percentage of absenteeism will show 
that it is arrived at by no single and consistent method. For this 
reason, such figures do not readily lend themselves to a comparison 
of the comparative extent of absenteeism among different estab- 
lishments or industries. The percentage of absenteeism is generally 
arrived at by finding out the numerical relation of the number of 
workers absent to the total number of workers on the pay-roll. On 
account of the many different ways in which individual establish- 
ments keep their pay-roll records, and jn view of their very 
divergent practices defining the circumstances in which a worker 
becomes an absentee, this method cannot be considered wholly 
satisfactory. The pay-roll figures generally are inflated because 
the pay-roll contains the names of employees who have actually 
left the service without giving any notice and are considered by 
the establishment to be active employees temporarily absent from 
work. The amount of this inflation in the pay-roll will depend 
upon how soon an establishment finds out when an employee has 
quit and how soon his name is removed from the pay-roll. If the 
pay-roll is frequently cleared of the “dead timber,” the extent of 
absenteeism will appear to be considerably less than in establish- 
ments which keep the names of employees on the pay-roll for 
longer periods. 

Definition and Measurement of labor absentecism.'—In view of 
the foregoing, it is apparent that just as in dealing with labor 
mobility, any clear presentation of the relative extent of absen- 


1 In this connection see a very suggestive study on “‘The Measurement of Labor 
Mobility,” by Paul F. Brissenden, which appeared in the Journal of Political Economy, 


June, 1920. 
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teeism in different establishments or different industries makes 
absolutely necessary a uniform use of terms and a uniform stand- 
ard of measurement. In measuring absenteeism, it is necessary to 
distinguish between the absenteeism of active employees and the 
absenteeism of what might be called “inactive” employees. Active 
employees are those who are, and intend to remain, in the com- 
pany’s services, although temporarily absent because of their own 
sickness, or the sickness of other members of the family, occupa- 
tional injuries, death in the home, private business, and so forth. 
The absenteeism of “inactive” employees is really not absenteeism 
at all, but potential separation from service. It is the voluntary 
absence of employees from work whom the employer considers 
still to be active employees but who have actually quit the employ 
of the concern. In measuring the extent of absenteeism it is 
obvious then that account should be taken only of the absenteeism 
of active employees as here understood. 

The absenteeism of “inactive employees”’ will, as has already 
been explained, sooner or later become a factor in the separations 
from service and will appear in the employment records. It may 
be desirable, however, to record the number of absent employees 
who have quit without giving any notice, and establish the ratio 
between the number of “quits without notice” and the total number 
of separations. It is obvious, therefore, that any concern which 
desires to have an accurate measure of the extent of its absenteeism 
must have some follow-up system for absentees which will make 
it possible, easily and quickly, to distinguish between the unavoid- 
able absence of active employees and the “absence”’ of inactive 
employees, that is, employees whose names are carried on the 
pay-roll but have actually quit the employ of the firm. 

The requirements of accuracy and uniformity set forth above 
would seem to be quite well fulfilled in the following suggested 
method of determining the extent of absenteeism. The extent of 
absenteeism is statistically determined (a) in regard to the number © 
of persons invoived in absenteeism by comparing the number of 
active employees absent, during any given period, with the number 
of labor hours put in by the work force during that period; and 
(b) in regard to the number of labor hours lost through absenteeism 
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by comparing the /otal labor hours lost through the absence of active 
employees, during any given period, with the number of labor hours 
put in by the work force during that period. 

Extent of absenteeism.—It is only in the last few years that any 
appreciable attention has been paid to the problem of absenteeism 
in labor. Even in the few plants which have compiled such data, 
the records are not in such shape as to permit the presentation of 
statistics of absenteeism in the manner suggested above. In view 
of the paucity of the available information it becomes necessary 
to make use of such fragmentary data as most closely approximate 
the standard outlined above. The figures presented here are taken 
exclusively from firms which have made definite efforts to assure 
themselves that the absentee time recorded is that of active em- 
ployees and not that of employees who have really left the com- 
pany’s service. These firms, moreover, after ascertaining whether 
the absence is that of the active or ‘‘inactive’’ employee, imme- 
diately clear the pay-roll of the “inactive” employee or separated 
employees. 

In Table I is given the absentee record of a large automobile- 
manufacturing establishment. 

These figures indicate that the amount of absenteeism in this 
plant, during the three-year period covered in the iable, ranged 
from a maximum of 7.6 per cent in November, 1918, to a minimum 
of 2.1 per cent in the month immediately following. A glance at 
the percentage figures in the next to the last column shows that 
labor absenteeism in this plant at any rate, is a phenomenon of 
much less widely fluctuating character from month to month than 
labor mobility. The rate figures in the last column are inserted 
merely to show, side by side, the trends in mobility and absentee- 
ism. Being computed on entirely different bases, it is, of course, 
impossible to compare the two sets of figures in any way except as 
to general trend. There appears to be come definite correlation 
between the trend of mobility and that of absenteeism. Although 
there is very little apparent tendency on the part of absenteeism 
to vary with the seasons of the year, yet the month of April seems 


* This and the following tables are from unpublished material in the files of the 
United States Bureau of Labor Statistics. 
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TABLE I 


ABSENTEEISM IN AN AUTOMOBILE MANUFACTURING ESTABLISHMENT, 
May, 1916—APRIL, 1919 








AVERAGE ABSENTEES 
NUMBER OF 
EMPLOYEES 

ON Pay-ROLL Number Percentage* 


Lasor Fiux 
PER 10,000 
Lasor Hovurst 





YEAR AND MONTH 





31,204 1,962 
32,898 1,820 
34,231 2,412 
34,012 2,443 
35,545 1,806 
38,490 1,849 
November 40,439 2,055 
December 40,712 1,958 
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40,189 2,005 
41,189 2,344 
40,833 2,227 
36,726 2,338 
38,373 1,677 
36,923 1,505 
36,148 1,647 
35,886 2,571 
35.445 1,893 
35,461 1,325 
November 35,124 1,087 
December 34,370 1,235 
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37,223 1,821 
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34,040 1,621 
33,873 1,230 
33,448 1,293 
33,318 2,117 
33,534 1,347 
33,118 1,039 
32,701 2,402 
32,074 1,306 
33,317 1,450 
35,503 1,905 
37,518 2,841 
36,865 7,830 
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34,109 2,198 .4 
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* Computed by dividing the number of absentees by the average number on the pay-roll. 


? t Labor flux is here considered to be the total movement of labor in and out (accessions and separa- 

tions). The labor flux is arrived at by dividing the labor-change-numbers (total of accessions and sepa- 
rations) by the total number of labor hours put in by the work force during specified periods, and multiplying 
by 10,000. For a detailed description regarding this method of measuring labor mobility, see, ‘The 
Measurement of Labor Mobility” by Paul F. Brissenden, Journal of Political Economy, June, 1920, 
“Mobility of Labor in American Industry” by Paul F. Brissenden and Emil Frankel, Monthly Labor 
Review, June, 1920, and “The Mobility of Industrial Labor” by the same authors, Political Science 
Quarterly, December, 1920. 
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TABLE I—Continued 








a. Gann Lasor Fivux 
YEAR AND Monta EmMPLovess PER 10,000 
on Pay-ROLL Number Percentage Lazor Hours 








36,845 2,666 
36,812 2,176 
37,967 2,629 
41,001 2,734 





38,156 2,551 

















to be a month of extensive absenteeism, as it is a month of heavy 
labor shifting. The highest absentee percentages seem usually to 
fall in the summer months, August appearing to be the worst month 
of all. A plausible explanation for this is, obviously, the hot 
weather. 

Table II shows the proportion of absent employees to those 
carried on the pay-roll in a large car-manufacturing establishment. 


TABLE II 


ABSENTEEISM IN A CAR-BUILDING PLANT, YEAR ENDING May 31, 1918 








AVERAGE NUMBER ABSENTEES 


YEAR AND Monts or EMPLOYEES 
ON PAy-ROLL 








8,646 79° 
8,693 789 
8,813 974 
8,457 865 
| AEBS reeeee 8,195 722 
November 8,355 707 
8,419 845 


8,289 1,500 
7,782 717 
7,315 724 
6,783 696 


8,103 816 

















The percentage of absentees for the first two months is slightly 
below the average for the year. The increase in August and 
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September is due to hot-weather conditions. During October and 
November the average daily attendance was more favorable, but 
less so in December. The lowest attendance record was reached 
in January, 1918. The unusually large number of absentees in 
January was caused by the observance of heatless days during that 
month, and also the very severe snowstorms, which greatly demor- 
alized transportation conditions and prevented employees from 
coming to work. 

The experience of a large tool-manufacturing establishment 
with absentees, in their day and night forces, is given in Table ITI.* 


TABLE III 


ABSENTEEISM IN A MACHINE-TOOL MANUFACTURING ESTABLISHMENT, OF 
Day anp Nicut Forces* 








Day Force Night Force 
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* Percentage average daily number absent of average daily number at work 


This table shows wide fluctuations in the monthly extent of 
absenteeism in both the day and the night force. The reason 


* This plant considers those employees as absentees whose names are carried on 
the active-work-force list and who are not at work when the daily force report is made 
up, one hour after the beginning of the work period. The names of sick and injured 
employees are included among the absentees. The cause of absences of employees is 
determined through inquiry among fellow-workers and by home visitation. If it is 
believed that they have definitely left the employ of the company, their names are 
taken off the force list. Absent employees about whom no information can be obtained 
are carried on the force list for ten days, after which period their names are dropped 
from the roll. 
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advanced by the company for the higher percentage of absenteeism 
in the night force is the fact that workmen generally dislike night 


TABLE IV 


ABSENTEEISM IN SPECIFIED OCCUPATIONS IN A CAR-BUILDING PLANT, YEAR ENDING 


May 31, 1918 








OccuPATION 


AVERAGE 
NUMBER OF 
EMPLOYEES 

ON PAY-ROLL 


ABSENTEES 





Number | Percentage 





Air-brake construction men 

Assemblers, filers, and welders 

Bevelers, glaziers, and silverers 

ee rae foe Wea wawaneaeael 
Bolt makers 

Bookkeepers, clerks, etc 

ce EER ee ore ee eee eet 
Car-body builders 

Car-bottom builders 

Car-electricians 

Car-inspectors 

ilo Cat oaaia cad ei cdeiwe ome ween 
Car-platform builders 

Car steam fitters 

ee I og oc ncnadicean cess se wumemeen 
Die and tool makers 

Draftsmen. . . 

Engineers and firemen 

Hammersmiths. 

EES SE re rr eee 
Inside-car trimmers 

Laborers. . : 

Machinists, bench machinists, etc 

ee ere eee 
Millwrights. . . 

Molders. . . 

Painters. . 

Pattern-makers............... 

Printers 

Riveters..... ; 

NN IN iS ces ants sae need Mea 
Rolling-mill helpers 

I a sain ope allen, Hans acticin ds aol a WiaCRe ATA 
Shearsmen, punch-press operators, etc 

Shop electricians... . . 

Shop steam and water 

Superintendents, general foremen, etc 
I  iccny Gocanitnnactian tameainenees 
‘ee 


Watchmen 
Wood-machine operators 


9 
225 
25 
128 
46 
243 
182 
1,021 
114 
211 
26 
77 
33 
131 
170 


I II. 
28 22. 
2 8. 
II 8. 
6 13 
14 -, 
15 8. 
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II 9 
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8 
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work and that for that reason there is a greater tendency among 
them to lay off and look for other jobs, finally dropping out of the 
organization without having given any previous notice. The high 
ratios of absenteeism of both the day and night force in 1917 and 
1918 the management believes to be due to an influx into the plant 
of an unsatisfactory type of worker whose tendency is to lay off a 
great deal and usually to quit without notice. 

Attention should be called to the fact that labor absenteeism 
rates, shown for a given year or for an industry group as a whole, 
may fail to reveal the existence of a very considerable variation in 
the amount of absenteeism within the divisions named, and that 
further classification was necessary to reveal the real significance 
of the situation. This applies particularly to the absenteeism of 
individual establishments, for the reason that the absenteeism may 
be confined to a relatively small number of occupations within the 
work force. 

Table IV shows the occupational distribution of absenteeism 
among the employees of a large car-building establishment. 

This table reveals how greatly the absentee percentages of the 
various occupations differ from those shown for the establishment 
as a whole. It is seen that in some occupations the number of 
absentees was quite negligible while in others nearly one-sixth of 
the average daily force on the pay-roll stayed away from work. 
In five of the forty-two occupations listed the ratio of the average 
daily number absent to the average daily number on the pay-roll 
is less than 5 per cent; in twenty-five occupations the ratio is from 
5 to 10 per cent; and in twelve occupations it is from 10 to 15 
per cent. 

The ratios shown in Table IV give no indication of the short- 
time fluctuations in absenteeism and how greatly industrial or 
climatic conditions may affect the extent of absenteeism. Such 
figures are given in Table V, which shows the monthly percentage 
of absentees for some of the more important occupations for the 
same car-building establishment from which the figures for Table 
IV were obtained. 

The fact that strikes the eye at once in this table is the very 
wide fluctuation from month to month in nearly every occupation 
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listed. These fluctuations are especially marked in the case of 
car-body builders, inside-car finishers, inside-car trimmers, and 


roofers. 


With very few exceptions nearly all occupations show a 


decided increase in the percentage of absenteeism during the month 


TABLE V 


ABSENTEEISM FOR EacH MONTH IN SPECIFIED OCCUPATIONS IN A Car-BUILDING 
PLANT, YEAR ENDING May 31, 1918 








PERCENTAGE AVERAGE Datty NuMBER ABSENT OF AVERAGE DAILY 
NUMBER ON PAyY-ROLL, FOR 






































OccuUPATION 
June | July | Aug. |Sept.| Oct. |Nov.| Dec. | Jan. | Feb. |Mar.| Apr. | May | Year 
Assemblers, filers, 

and welders. . . .|11.2|/11.0]19.2|12.9]11.2| 9.7] 7.5|12.4| 8.9|10.7|/20.0] 7.7|12.4 
Blacksmiths......| 6.1) g.oj11.2] 8.9] 5.9] 7.5|12.4|12.6] 7.3] 8.5] 8.5|11.0) 8.6 
Bookkeepers, 

clerks, etc..... 5.3] 6.5] 7.4] 5.9] 5.4] 4.1] 4.5] 4.4] 4.1] 6.6] 5.4) 7.6] 5.8 
Cabinet-makers...} 4.4] 5.7] 8.9}10.7| 8.1] 6.4] 8.3/13.5] 9.9) 6.1/11.7| 7.4] 8.2 
Car-body builders. |23 .o]11.3|14.8)10.0]13.6)12.9]13.3}23.3])10.6]11. 2/13. 3/15.0]14.7 
Car-bottom build- 

hare abe trance 5.5) 9-9]14.1/12.5] 4.1] 8.0] 9.5|19.3/10.0} 6.1] 6.0/13.1] 9.6 
Car electricians. ..| 8.5}10.9]13.3|11.4| 9.1] 9.1|10.7|21.4/14.1|12.7|10.5| 9.6)11.8 
Car steam fitters. .| 8.5] 7.9|10.4|10.9| 9.4] 8.4] 9.5/17.9|10.6] 9.1/10.2| 8.7} 9.9 
Car truck builders.} 9.6} 9.1) 9.6) 9.9] 6.5] 6.8) 8.8] 5.5] 7.0] 6.2] 7.0]10.4] 8.8 
Die and tool mak- 

WB. oc cccccccest Ft Bg) Sal F.0) 5.0 §.91 $.41 46.98) 6.8 3.9 6.3) 6. 6.0 
Hammersmiths. ..|10.0) 8.4|12.2| 7.7] 8.3}10.6]15.7/18.3) 8.9] 9.0] 8.7|11.0)]11.3 
Inside-car finishers} 6.7] 7.1|10.2/16.0/16.9]14.5]11.9|27.4|26. 2/13.3/14.0]12.9|14.4 
Inside-car t rim - 

Eee 7.6) 6.6)11.0)10.7|13.2| 5.7) 8.7|24.2/12.6)22.9] 7.8) 9.3]11.7 
Laborers ....| 6.5] 7.0] 7.2] 7.9] 6.5] 7.9]10.1/15.0] 7.7] 8.7|10.9] 9.8) 8.8 
Machinists, bench 

machinists, etc..| 6.1| 7.4] 8.7| 7.8] 7.8] 6.1] 6.6/10. 2] 6.4) 6.9} 8.2] 9.7] 7.7 
Millwrights. ..... 5.2) 6.1) 7.3] 7.2) 7.2] 7.1] 8.3] 9.7] 7-0] 5.7] 7-6] 7.0] 7-1 
Painters.........| 9.4] 8.1/10.2/11.3] 9.6) 8.4/10.3)22.8]10.6| 7.7|/10.2| 8.3]10.9 
Riveters......... 17.0]13. 4/16. 4/16. 9|12. 7/12. 2/13.5/11.9|14.6/13.7|10.4/16.3/14.7 
Roof fitters... .. 6.1/14.4)16.8]12.2] 7.4]15.2|/12.4|14.9]10.1] 7.9] 9.6)15.0)11.8 
Shearsmen, punch- 

press operators, 

AE 6.7| 8.7)12.4/10.2) 6.4) 9.3]/13.2]/15.3] 8.5) 9.8)13.1]/12.5)10.4 
Tinners .eeee| 3-9} 3.8] 4.2] 6.6] 7.8] 5.8) 6.4)12.0] 8.2) 6.5] 8.8) 7.2] 6.7 
Upholsterers. ....| 6.4] 6.7)12.5] 9.¢' 7.0] 5.4] 5.7|17.0]17.3] 7.2] 8.2] 6.4) 9.0 
W ood-machine | 

operators...... 11.3] 6.9] 7.3 3.4 7.5| 8.9] 5.6]13.7| 6.4] 9.6/16.0)11.6)10.0 




















of January, 1918. 


snowstorms of several days’ duration. 


This was due, as has already been explained, 
to the demoralized transportation conditions resulting from severe 


Reduction of absenteeism.—The elimination of avoidable absence 


from work has received a great deal of attention during recent 
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months. During the war period, when absenteeism in labor became 
an especially acute problem, careful and extensive inquiries were 
made concerning it by the Division of Labor Administration of the 
Working Conditions Service of the United States Department of 
Labor. Asa result of it, a plan for the investigation and reduction 
of absenteeism was outlined in some detail. This plan, which was 
submitted to a large number of plants, was generally approved by 
them and thought to be a thoroughly workable one. The salient 
parts of it are reproduced herewith. 

The method of investigation of absences must depend on the 
size of the plant and its departments and the purposes and policies 
of the employer. It is safe, however, to caution against over- 
elaboration. Every effort should be made to have the foremen 
gather and supply reasons for absences. Fellow-employees should 
be used as much as possible in calling in a neighborly way on 
absentees, to find out reasons for absences, and if the company 
can help in any way. This stimulates sympathetic fellow-feeling 
among employees and removes the objection of overinquisitiveness 
and paternalism on the part of the employer. Wherever possible, 
fellow-members of mutual aid societies should also be used. Em- 
ployees should be stimulated to report in advance any contemplated 
absences on their part. They should be told also to telephone in 
on the day of the absence or send word by some fellow-employee, 
if they are detained by unforeseen circumstances. All of this 
simplifies the machinery of investigating absences; and, indeed, 
the ultimate purpose should be to have all absences handled in 
this simple and informal way. 

A formal system of investigation and home visiting may, how- 
ever, be necessary in many plants. If investigations are made, the 
first thing to decide is the time when they should be made. This 
may be: (1) immediately on first day of absence, (2) after a lapse 
of two or three days or a week, (3) on special request by foreman 
or other official, (4) upon the return of the absentee. In the first 
plan the purpose is to supply the same day to the foreman or 
employing officer all discoverable reasons for absences. This infor- 
mation is essential in order that these officials may have the proper 
attitude toward the absentee when he returns to work. It will 
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prevent foremen from greeting a man harshly who has suffered 
some family misfortune. Such a plan, however, would require a 
home visitor or a corps of visitors. By investigating only after 
several days’ absence, or by special request, the number of visitors 
can be reduced. 

A rather important question is, Who shall do the investigating 
work? Quite commonly a visiting nurse is employed for this 
purpose and sometimes a plant doctor. This is done for two 
reasons: first, it is the intention to combine the giving of medical 
aid and advice and other assistance with the investigation work, 
and secondly, where employees may resent inquisitiveness on the 
part of the employer, it is thought they would not object to a nurse 
who comes to help if she isneeded. It is well to consider this matter 
of who shall do the home visiting, most carefully. If workmen are 
resentful at what they consider the employer’s officious or pater- 
nalistic efforts to intrude into their homes, this resentment is turned 
against the nurse and militates against her usefulness in her pro- 
fessional capacity. A recent report of the United States Public 
Health Service advises against using plant nurses to follow up 
ordinary absences, and a better plan seems to be to hold plant 
nurses and doctors in reserve for those cases only where an investi- 
gator reports their services are needed in the homes. If investi- 
gation is carefully done by persons of tact and experience who also 
have some knowledge of the customs and languages of the employees 
then there is no need to disguise it as a nursing service. In general 
it has been found that women make more tactful and sympathetic 
home visitors, and they command more respect. They should be 
the kind of persons, also, who can advise generally on problems in 
the home and assist people who are in trouble. 

Careful keeping of attendance records, the investigation, and 
home visiting all tend to discourage absenteeism. In addition to 
this, rewards for good attendance may be used with excellent effect 
if the rewards are granted first on the assumption that the condi- 
tions are being met, and then reduced in proportion to the failure 
to meet prescribed conditions. Instead of having a special bonus 
which would be denied to those who failed to have a perfect attend- 
ance, the reward should be a general addition to earnings from 
which deductions are made for every absence. The employee 























LABOR ABSENTEEISM 499 


will count on this additional amount as a real asset and plan dispo- 
sition of it. He will not want to see it diminished, and if he is 
forced to be absent one day he will continue solicitous of the balance 
still available and try to keep the absence as short as possible. 

Some employers have used fines and “docking” in excess of 
time lost to reduce absences. This practice would be found illegal 
if the employee were in a position to take it to court, as he is entitled 
to all he has earned. It has the effect of increasing rather than 
reducing absences, although it does tend to decrease tardiness. 
The same objection operates against forfeiture of special-attendance 
bonuses which require perfect attendance. The effect is to extend 
the absence beyond the initial day. Then, too, there is the evil 
effect of disappointment in breaking down the desire to qualify. 
This often, especially among young people, reacts into a despond- 
ency prolonging an absence beyond what its length otherwise would 
be. Rewards withheld until certain conditions are met are less 
effective than those granted on the assumption of their conditions 
being met and then being reduced in proportion to the failure to 
meet the prescribed conditions. 

“Quits without notice” are often discovered through visitation. 
The absentee is found to be working elsewhere, or is in the process 
of quitting without notice, looking for another job. To clear the 
rolls of this dead timber employers set up a duration of absence 
beyond which an unaccounted-for employee shall be considered as 
a “quit without notice.” These days of grace must be less than 
the number of days’ holdback in pay. Unless this is so, employees 
can stop work enough days before pay day to escape being killed 
on the roll and return on pay day to draw all the money due them 
in the same manner as employees active on the rolls. Here the 
absentee work can effectively assist in getting termination inter- 
views from “quits without notice.” These interviews would come 
naturally in the course of the investigation of the absence, and they 
would not only reveal the causes for quitting, but they would also 
establish promptly that the employee was not an absentee but 
a quit. 

Emit FRANKEL 


BsLTIMORE FEDERATION OF CLOTHING MANUFACTURERS 
Battmore, Mp. 
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THE CRUX OF OUR SHIPPING PROBLEM 


Careful students of American shipping have been accustomed to 
start discussions of the subject by asking, Is it economic for the United 
States to have a large merchant fleet? Today we have 10.6 million 
gross tons of sea-going steel ships,’ are second only to the 18.1 million 
tons of the United Kingdom, and have over three times as much tonnage 
as Japan or France, which stand third and fourth on the list.2 The 
important question now is, Can we keep our ships? which really means, 
Are we willing to pay the costs? Our ability to maintain a large mer- 
chant marine depends upon a variety of political and economic factors, 
many of international scope, but few questions will be asked with better 
logic or more insistence than, (1) How profitable has shipping been in 
the past ? and, (2) How profitable is it likely to be in the next few years, 
during which a definite policy with reference to our merchant marine 
should be formulated? It is the purpose of this article to attempt an 
answer to these questions. 


I. HOW PROFITABLE HAS SHIPPING BEEN IN THE PAST? 


Shipping is a hazardous business. In the quaint language of marine 
insurance policies it is beset by “adventures and perils . . . . of the 
sea, men-of-war, fires, enemies, pirates, rovers, thieves, jettisons, letters 
of mart and countermart, reprisals, takings at sea, arrests, restraints 
and detainments of all kings, princes or people of what nation, condition 
or quality whatsoever, barratry of the master and mariners and all other 
perils, losses and misfortunes that have or shall come to the hurt, detri- 
ment or damage of the said vessel.’’ On the basis of Adam Smith’s 
dictum, the return on such a venture should be high, but unfortunately 
this is not the case. 

For the purpose of clarity, three kinds of ships will be distinguished: 
(1) cargo vessels, which normally carry over half the total weight of 
overseas shipments and which go indiscriminately into all parts of the 
world in any trade that promises profit; (2) combination passenger and 


* Report of Commissioner of Navigation, February 1, 1921. 
2 Lloyd’s Register, June 30, 1920. 
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freight tonnage, which is employed uniformly in regular services; and 
(3) tankers, the carriers of oil in bulk. 

1. The problem of our merchant marine hinges largely on the 
government-owned tonnage, most of which belongs to the first class. 
The Shipping Board owns 6.3 million tons of ordinary freighters,’ and 
on these an average return of about 5 per cent is all that can logically 
be expected. In the past this yield was not sufficient to attract much 
American capital to marine enterprise; witness the fact that in 1914 
only 725,000 gross tons were registered under our flag for foreign trade, 
and at least half of that so registered was in the coastwise or semi- 
protected trade of the Gulf and Caribbean. It remains to be seen if the 
return is sufficient to keep American capital invested in maritime 
enterprises even with collateral and intangible advantages added. 

Since 1904 Fairplay, the British shipping magazine, has published 
annually a compilation made from the reports of over fifty cargo- 
shipping companies, which owned each year an average of 1.7 million 
gross tons of steamers, or over twice as much as was registered for 
foreign trade under our flag in 1914 and nearly three times that which 
was actually engaged in essentially foreign trade. While not all the 
same companies were included each year, the figures may be taken as 
representative of the experience of British cargo-steamship companies. 
There is the presumption that British companies were as profitably 
operated as those of any other country, and consequently the results 
can be taken as an index of the earnings of all cargo boats. 

In the ten years ending with 1913, dividends averaging 4.80 per 
cent were distributed to the stockholders, and 4.34 per cent per annum 
of the original cost of the ships was set aside for depreciation. Deprecia- 
tion, of course, is a charge that can be put off for several years, though 
not indefinitely, and it will be noticed that an insufficient amount was 
allocated for this purpose until 1912 and 1913, when over twice as much 
was laid by for depreciation as was paid out to the shareholders. 

It is generally agreed that 5 per cent of the original cost of a vessel 
should be set aside for wear and tear and obsolescence. The latter in 
particular is likely to be at a high rate in the near future because of the 
rapid development of the Diesel-engined carriers. If 5 per cent had 
been allocated to this fund, the average dividends of the lines would 
have been reduced to 3.55 per cent, assuming that other distributions 
were the same. 


* Report of Commissioner of Navigation, February 1, 1921. 
? Fairplay, January 6, 1921. 
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AVERAGE DIVIDENDS PAID AND DEPRECIATION SET ASIDE BY 
REPRESENTATIVE BRITISH CARGO-SHIPPING 
COMPANIES 1904-13 
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While 4.78 per cent was being paid to the investors in the companies, 
not much more was earned on the total capital tied up in the business. 
During the ten years a return of 6.05 per cent was made on the paid-up 


capital, debentures, and loans. 


If 5 per cent had been allocated for 


depreciation the average earnings would have been reduced to 5.25 


per cent. 


AVERAGE EARNINGS AND DEPRECIATION OF REPRESENTATIVE 
BRITISH CARGO-SHIPPING COMPANIES 1904-13 
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While some criticism may be made of the foregoing figures, they are 


thought to be on a basis sufficiently wide and of enough accuracy to 
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justify the conclusion that in ordinary times cargo shipping yields a 
return of about 5 per cent. The ten years selected include the end of 
the depression that followed the boom period of the Boer War, the bad 
years after the panic of 1907, and two conspicuously good years when 
rates were higher than they had been since 1891. 

2. Such detailed information cannot be obtained for passenger ships, 
but enough data exist to warrant the conclusion that passenger liners 
earn slightly more than straight cargo ships. This is reasonable because 
of a more diversified business and because such companies are generally 
protected from cutthroat competition by conference agreements. In 
the eight years ending with 1913, statistics compiled by Fairplay" from 
the annual reports of over twenty British passenger companies owning 


AVERAGE DIVIDENDS PAID BY REPRESENTATIVE 
BRITISH PASSENGER-STEAMSHIP COMPANIES 
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pi Dividends 
Capital. Paid. Percentage of 
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each year an average of 3.9 million gross tons show that 6.0 per cent in 
dividends was distributed on the paid-up capital. Some of the more 
important lines included are the Cunard SS. Co., the Oceanic Steam 
Navigation Co. (the White Star Line), the British India Steam Naviga- 
tion Co., the P. and O., the Royal Mail Steam Packet Co., and the 
Union Castle Mail SS. Co. No evidence has been found that any of the 
companies included are grossly overcapitalized, the P. and O., now 
owning and controlling nearly two million gross tons, being one of the 
most conservatively capitalized shipping companies in the world. The 
figures may be taken as characteristic of the experience not only of 
British liner companies but of those of all countries. 


January 6, 1921. 
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Our merchant marine contains only 1.1 million gross tons of pas- 
senger vessels. The 323,000 gross tons of liners seized from Germany 
and Austria comprise the bulk of our real liners, and a number of these 
are nearly past usefulness. The “Leviathan,” 54,281 gross tons, a 
mere shell stripped of all fittings, is rusting at a Hoboken dock, and 
the “Von Steuben,” 14,908 gross tons, the former “‘Kronprinz Wilhelm” 
which, as an auxiliary cruiser, sank 14 allied ships before finally slipping 
into Newport News in April, 1915, is tied up in Brooklyn. The “Man- 
churia”’ and “Mongolia,” 13,638 gross tons each, are the two largest 
American-built liners plying the Atlantic. The historic “St. Louis,” 
after having been gutted by fire, has been sold to foreigners, and the 
“New York,” “St. Paul,” and “Philadelphia,” which for years were 
the only American passenger vessels crossing the Atlantic regularly, 
have been withdrawn from operation and will doubtless descend to the 
status of immigrant ships in the Near East service. Of more importance 
for the future are the twenty-three combination passenger and cargo 
liners, totaling 300,000 gross tons, which the Shipping Board is having 
built. Some of these have already been delivered, and each of them 
will be a valuable unit in our merchant marine. Apart from these 
ships, which are fairly well known, the remainder of our passenger 
tonnage is largely small vessels trading with the West Indies and Central 
America in trades that are essentially coastwise. The little passenger 
tonnage that flies the American flag is in a slightly better position than 
cargo tonnage, yielding a higher return from the pecuniary and psycho- 
logical viewpoints, but its position.is by no means secure. Certain 
individual companies have, of course, made fortunes and others perhaps 
will. 

3. Tanker tonnage was a small part of the total American or world 
tonnage before 1914 and is treated here because of the increasingly 
important part it seems destined to play. In the summer of 1914 the 
United States had only 200,000 gross tons of steam tank ships out of a 
world-total of 1.4 million tons; on June 30, 1920, 1.4 million tons were 
flying the American flag, or 200,000 tons more than were under British 
registry, and 47 per cent of this kind of tonnage afloat. By February 1, 
1921, our oil-carrying tonnage had increased to 1.8 million tons, of 
which 565,000 tons belonged to the Shipping Board. This large growth 
in tonnage of American oil carriers is really the history of our progressive 
dependence upon Mexico for crude oil; in 1912 we imported 3.1 million 
barrels from that country, in 1920, 105.6 million barrels. 
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In general, tankers belong to large companies and are an integral 
part of the transporting, refining, and marketing of oil. This was 
particularly true before 1919, and consequently it is impossible to 
determine the rate of return earned by them. 

The United States has such a dominant position in the oil business— 
we produce two-thirds of the world’s oil and consume nearly three- 
fourths—and tankers are so essential to the enterprise that there is 
little doubt about our tankers being profitable. The fundamental fact 
to be borne in mind when looking ahead is that the sources of oil supply, 
outside the United States, i.e., Mexico, the Dutch East Indies, Persia, 
etc., are all distant overseas from the consuming centers, which means 
more tankers as consumption increases and our own production, in 
particular, continues to satisfy a decreasing portion of our demand. 


II. HOW PROFITABLE WILL SHIPPING BE IN THE FUTURE? 


The outstanding facts on which to base a prediction are (1) that 
the steam tonnage afloat on the first of the year was 56.8 million tons, 
or 13.7 million tons more than in 1913, and (2) that the amount of 
cargo moving is only two-thirds as much as in 1913. 

1. Of the 13.7 million tons increase, approximately 1.7 million tons 
are tankers. There is evidence to support the view that the quantity 
of passenger tonnage is less than before the war, consequently at least 
12.0 million gross tons of cargo ships in excess of the amount in operation 
in 1913 are now competing for the diminished trade of the world. 

2. But what of the “normal increase” in tonnage? The American 
Exchange National Bank in the March 1 issue of its bulletin says: 


Roughly, at the outbreak of the war there was a world tonnage of ocean- 
going shipping of about 50 million gross tons. At the end of 1920 the world 
tonnage aggregated about 60 million gross tons. The tonnage built in 1913 
approximated 3 million gross tons... .. By using the new construction in 
1913 as the annual rate of additions to the shipping of the world, the seven 
years that lie between 1913 and 1920 ought to have added something over 
21 million tons, bringing the world’s total to 71 million instead of 60 million. 
Deduct one million tons a year for ships lost and scrapped and the total still 
falls short of the tonnage that would have resulted from the normal rate of 
increase. 


In the name of accuracy and straight thinking, pish posh, as H. L. 
Mencken might say. This naive theory overlooks the point that the 
so-called normal increase before the war resulted from an increase in 
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the amount of cargo moving, that ships were not built, as children’s 
block houses, merely for the pleasure of it. But the overseas ship- 
ments of cargo today are not more than two-thirds those of 1913, as 
has been proved by the Supreme Economic Council, which reduced the 
exports and imports of nineteen leading countries to a weight basis. 
The countries included are all of Western Europe except the Central 
Powers and the Balkans, the United States, Canada, Brazil, Argentina, 
the Union of South Africa, New Zealand, British India, Siam, and 
Japan, certainly representative of the trade of the world. 


IMPORTS AND EXPORTS OF NINETEEN LEADING COUNTRIES—BY 
WEIGHT 1913, 1919, AND 1920 








Imports. Exports. 
Quarterly Average Millions Percentage Millions Percentage 
of Tons of Tons 





74. 100 72.1 
34- 47 32.5 
42. 57 42.0 
49. 67 45-1 
49. 66 43-4 
49. 67 44.5 

















Later figures are not available, but the trade slump of the last 


twelve months leads one to consider as really conservative the statement 
that only two-thirds as much cargo is moving as in 1913. On this 
basis, assuming that operating efficiency approaches that of the pre-war 
period, the potential surplus of tonnage is more than 12 or 13 million 
gross tons, and Gordon Robinson’s estimate does not seem bizarre. 

There are other minor considerations. Someone may ask, Are not 
some cargoes carried greater distances as a result of trade derangements, 
and does it not take more tonnage to do the same amount of work? 
With the exception of exports of American coal and Continental imports 
of wheat, which formerly came from Russia, no bulky commodity 
travels an appreciably longer sea route. Other questions as to per- 
centages of loading, more and longer trips in ballast, and the like might 
alter but cannot destroy the substantial accuracy of the statement that 
there is 25 per cent more tonnage than in 1913 to do two-thirds the 
amount of work. 

The reaction of rates on bulk cargoes bears this out. The coal rate 
to the West Coast of Italy is around $5.75 a ton, as compared with 
$26.50 at the beginning of last year, and an average of $4.86 in 1914. 


? The Statist, London, September 11, 1920. 
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Coal from Cardiff to Genoa moves today for 18 shillings a ton as against 
18 shillings in 1914 and 14 shillings 6 pence in 1912. Grain from Buenos 
Aires to the United Kingdom is now carried for 30 shillings a ton as 
compared with 30 shillings 6 pence in 1913 and 33 shillings in 1912. 
These rates are so low that only the most economical ships can meet 
operating expenses. Any appreciable increase in the demand for 
cargo space brings into the market enough of the idle tonnage to keep 
rates down to an unremunerative level, and this is likely to be the case 
until the amount of cargo moving overseas increases greatly. On 
account of the prostration of Europe and the world-wide business 
depression, several years will doubtless elapse before any great increase 
in cargo shipments takes place. 

While charter rates are practically on a pre-war basis, operating 
expenses are now nearly three times those of 1913. Shipbuilding and 
Shipping Record' states that operating expenses of British cargo steamers 
in 1920 were 180 per cent higher than in 1913, the statement being 
based on the records of a large number of actual voyages. While the 
price of bunker coal has fallen considerably and is likely to recede 
further, other items will probably decrease very slowly. With pre-war 
charter rates and tripled operating expenses, one can appreciate why 
owners tie up their boats. 


It seems impossible to escape the conclusion that cargo shipping is 
facing some of the leanest years ever known. Heretofore a surplus of 
2 million gross tons has been thought enormous, but with seven or eight 
times that amount in a period of depression the future for cargo shipping 
is not bright. 


Ill. CONCLUSIONS 


Our shipping problems cannot be solved by press agents who shout 
in two column leads that Old Glory is again spread to the breeze in all 
the important ports of the world, for the appearance of our flag in 
distant harbors, like indiscreet peach blossoms in the spring, may be 
ephemeral. Nor can the issue be settled by legislative fiat, Congress 
inevitably calling to mind the figure of Stephen Leacock’s comic horse- 
man who rode off in all directions at the same time. The ultimate 
decision will be made by the business sense of the country and will 
doubtless be worked out through individual enterprise, perhaps with 
government assistance. And the facts that cannot be neglected are, 
first, that shipping, which ordinarily yields a small direct return, will 


™ February 24, 1920. 
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barely make expenses during the next few years, and, second, that it 
costs more to operate vessels under the American flag than under other 
registries. The latter statement is no hasty generalization, but is 
based on the experience of one of the largest American companies 
which operates ships under several flags. 

It is not the purpose to go into the complications of the problem but 
rather to refer to the biblical king who, before going to war, sat down and 
calculated the cost. It is a question of the game being worth the candle, 
of whether the collateral and intangible benefits will compensate for 
the low direct financial return, and, if not, of whether we are willing to 
support subsidies. 

One is pessimistic of the future of our shipping mainly because of 
popular misconceptions and the apparent belief of a democracy that we 
can have anything, even a large merchant fleet, merely by talking about 
it. In such a situation it is helpful to state the problem, the solution 
of which is far from hopeless. Certain specific remedies will be discussed 


elsewhere. 
E. S. Grecc 


SCIENTIFIC METHOD IN JOB ANALYSIS 


One of the most popular subjects now engaging the attention of 
industrial executives is job analysis, which is generally conceived as 
a process of dissecting a job and describing its component elements. 
An examination of the usual factory procedure shows that this dissection 
is usually accomplished by means of rough observation on the part of 
the employment manager in consultation with foreman, master mechanic, 
or expert operator. The “unit operations” thus revealed are then 
written up in a form called the job specification. These attempts at 
analysis yield results of some value, but they fail to bring to industry 
all the benefits potential in analysis because they are too rough and too 
nearly matters of rule of thumb. 

Two improvements in particular should be adopted. First, the 
observations should be made not merely with the naked eye but also 
with microscopic minuteness. Granted that rough and ready divisions 
are adequate for certain situations, still to stop with them would be as 
fallacious as to confine the study of the human body to the technique 
of gross anatomy. Just as the science of human anatomy in the course 
of its development was obliged to adopt the microscope and to make 
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minute differentiation between structures, so must job analysis proceed 
to divide the job into its very minute elements. 

The necessity for this appears more cogent when we reflect that 
employment managers are making strenuous efforts to analyze the 
individuals who apply for jobs, seeking to determine their qualifications 
in terms of general intelligence, special abilities, and trade proficiency. 

However auspicious may be the prospect for ultimate success in 
connection with these test analyses of workers, one who is not too 
optimistically inclined must admit that we seem for the present to have 
reached an impasse. We do not see which way to turn. The writer 
ventures to suggest that the difficulty comes from the fact that we have 
been trying to describe the abilities of the individual without specifying 
what use he will have to make of them on the job. In our zeal for 
determining his reaction time we have failed to find out just what he 
will have to react to. Before we can succeed, therefore, in satisfactorily 
analyzing the worker we shall have to push our analysis of the job to a 
higher stage of refinement. 

There are other reasons justifying more minute analysis of the job. 
We shall mention them presently. For the present let us note the second 
amendment which should be made to the current concept of job analysis: 
State the components of the job in quantitative terms. 

To phrase these amendments briefly we may say, conduct job 
analysis according to the niceties of scientific method, by which is 
implied control of conditions, repeated observations, measurement of 
operations, tabulation of measures, and the drawing of conclusions. 

In order to objectify this point of view and to illustrate the appli- 
cation of the method, a concrete case will be described, consisting of the 
scientific investigation of certain psychological phases of proofreading. 

Persons engaged in the printing industry generally agree that proof- 
reading requires some fundamental psychological quality without which 
one can hardly achieve success in the occupation. Perhaps it consists 
of some inborn ability; perhaps of certain acquired habits of perceiving 
the printed word. Probably it consists of a combination of abilities. 
It was to discover some of them that the investigation about to be 
reported was made. 

The first phase investigated was the amount of work that might be 
expected of a proofreader working on this particular job under the 
conditions prevailing at the plant. This figure was secured by measur- 
ing the work done by operators on the job. Table I shows the records. 
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Though the extremes are far apart, as would be expected by one 
acquainted with the vast differences in human capacity, the figures show 
that we may demand of a proofreader of median efficiency that he read 


TABLE I 


SHOWING NuMBER OF LINES READ PER Hour AND FREQUENCY 
witH Wuicu Errors WERE OVERLOOKED BY PROOFREADERS 








Lines per Hour 





1,278 
1,157 
1,020 











at least 899 lines per hour. The records in accuracy for certain readers 
on this job were not available. From the records of a similar group 


engaged in this kind of work, however, we find that the median reader 
failed to detect one error in every thirty-five lines. See Table II. 


TABLE II 


SHOWING FREQUENCY WITH WuHIca Errors 
WERE OVERLOOKED BY PROOFREADERS 


Our analysis shows that better standards than these are possible. 
By the use of good methods some readers attain a speed one-third better 
than the standard just mentioned, and a degree of accuracy almost 
twice as great. 
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This gives us a cue to the next point to be investigated, namely, the 
methods used by the best workers. Among the many aspects of their 
work which may be examined, surely one of great importance is eye 
movement. Accordingly the next point of attack was the analysis of 
the eye movements of the good and poor proofreaders and the investi- 
gation of differences between them. 

Thanks to the voluminous investigations that have centered upon 
ordinary reading during the past twenty years, there was available a 
technique for making such measurements, and with it were measured 
the eye movements made by good and poor proofreaders; results were 
tabulated with respect to number of pauses and length of pauses.’ 


ee eh ee 


nates Tisecoma 





Fic. 1.—Record of eye-movements made by good proofreader reading three 
lines (assisted by copyholder). 
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Oy 
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Fic. 2.—Record of eye-movements made by poor proofreader reading same three 
lines (assisted by copyholder). 


It is well established that reading proceeds by means of a number 
of eye jumps and pauses on significant portions of words. Measurement 
of the extent of these jumps and the length of the pauses is made by 
means of a moving photographic film upon which is photographed a ray 
of violet light reflected into and out of the reader’s eye. The light is 
interrupted every fiftieth of a second by a tuning-fork vibrating at that 
rate. Thus the eye movements are recorded on the film as a series of 
small dots, each dot representing one-fiftieth of asecond. Figures 1 and 
2 are reproductions of sample photographic records of eye movements 

* For assistance in making these photographic records the writer gratefully acknowl- 
edges the co-operation of Mr. C. T. Gray and the custodians of the apparatus furnished 


to the School of Education of the University of Chicago by the General Education 
Board. 
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made by good and poor proofreaders respectively, while reading the 
same three linesof type. (The material was read aloud by a copyholder.) 
The dots representing fiftieths of a second are not here shown, but the 
time-intervals may be gauged by means of the adjoining second-scale. 
Table III shows the average number of pauses and the average length 
of pauses in fiftieths of a second, made by a good and a poor proof- 
reader reading the same twelve lines. (This material also was read 
aloud by a copyholder.) 


TABLE III 








Average Number of 
Pauses per Line a» Ve M. V.* 





1.66 
3-64 











* Mean Variation, i.e., the average of the amounts by which the separate measures deviate from 
the average. 


From these results we may draw the following conclusions: (1) a 
good reader makes on the average fewer pauses than a poor one—7 0s. 11. 
(2) A good reader makes on the average shorter pauses than a poor one— 
17 vs. 19. (3) A still more important matter is the demonstration of 
differences in regularity. The good proofreader reads very regularly. 
His eye movements are so regular as to be almost rhythmic, with respect 
to both length of line and number of pauses. The poor proofreader, 
however, reads irregularly. These differences may be quantitatively 
stated in terms of the mean variations shown in Table III. The small 
mean variations in the record of the good reader indicate that he paused 
practically the same number of times in each line—on the average no 
more than eight (7.4-+.48) times, and no less than seven (7.4—.48) 
times. The poor reader, however, paused on the average as many as 
thirteen (11.0+2.0) times and as few as nine (11.0—2.0) times. In 
length, the pauses varied between 18.8 and 15.4 in the case of the former, 
and between 22.9 and 13.7 in the case of the latter. 

This report should not be regarded as a complete analysis of proof- 
reading. Such an analysis would involve measurements showing the 
physical demands and conditions of the job; the economic conditions 
such as rate of pay to be expected at the end of six months, one year, 
five years, twenty years; the kind of promotion to be expected; the 
hygienic effects, such as eye strain, longevity, and the like; and finally, 
a far more detailed statement of the psychological factors concerned: 
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the degree of intelligence required, the emotional requirements and 
effects, kinds of imagery. The measures presented above are given 
merely in order to illustrate the twofold thesis of the paper: (1) that 
job analysis should be made a matter of more minute analysis than it 
is at present; and (2) that it should consist of quantitative rather than 
merely qualitative statements. 

Such scientifically validated analyses may be found useful in the 
following ways. 

1. They may be used by the employment manager as the comple- 
ment of the measurements which he seeks to make of applicants for 
positions, furnishing an intelligible and concrete pattern into which the 
analyzed abilities of the applicant may be fitted. They may also assist 
in the arrangement of harmonious grades and routes of promotion. It 
is becoming the practice in business establishments to chart job routes 
over which satisfactory employees may expect to pass on their way from 
a lower job to a higher one. Now there is considerable overlapping in 
the duties and qualifications appertaining to various jobs, and job 
analysis may show at what stages workers traveling various routes may 
be interchanged. In fine, by discovering the elements of the job, the 
employment manager may more accurately fit the individual to the job, 
thus discharging his twofold duty of vocational selection and vocational 
guidance." 

2. The educational director may utilize the results of job analysis 
in training new workers. For analysis of an operation at the various 
stages in the acquisition of skill may reveal the rate at which normal 
progress proceeds. If a learner does not attain the requisite skill at a 
given stage he may be removed from the job before much time and 
energy are wasted in the effort to train him. 

3. The production manager may use this technique in discovering 
the wastes that infest an operation, and may devise more efficient meth- 
ods of doing the work. Having developed better methods, he may set 
up higher standards of performance, and may establish more equitable 
wage-scales. 

4. With such accurate measurements of the factors entering into a 
job the cost accountant may distribute the elements thereof and may 
estimate more accurately the cost of new jobs about to be con- 
tracted for. 


* See H. D. Kitson, ‘‘ Employment Managers as Vocational Counselors,” Industrial 
Management, LXI (March 1, 1921), 211. 
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Serving as it does such a variety of functions, job analysis looms up 
as one of the truly important practical problems in the intensive culti- 
vation of our industrial resources; and it holds forth promise of richly 
justifying all the efforts that we may put forth in making it scientific. 

H. D. Kitson 


INDIANA UNIVERSITY 


THE DANISH TECHNOLOGICAL INSTITUTE 


In Copenhagen there is a unique school for craftsmen and lesser 
manufacturers called the Technological Institute. It is situated on 
the old ramparts and fortifications of the city and is regarded by its 
ardent patrons as the defense and castle of modern Danish industry 
and handicraft. 

The aim of the school is the furtherance of skilled handicraft among 
Danish artisans. The end is sought by five different means: 

1. By instruction (lectures and courses) of a professional and mer- 
cantile character. 

2. By a system of consultation and of experimental research. 

3. By arranging professional meetings and professional exhibitions. 

4. By the publishing of technical manuals. 

5. By a technical library whose use is free to all tradesmen. 

The Institute receives half of its support from state grants and the 
other half from donations by employers’ and business organizations, 
endowments, and fees derived from instruction and consultation. The 
Institute is administered through a council consisting of representatives 
from the state and from the supporting organizations. 

To attend the Institute’s courses it is necessary that the students 
be master-mechanics or journeymen. The Institute does not assist in 
the training of apprentices. That training takes place in private work- 
shops and in the technical schools provided by the state. The Institute 
may be regarded as giving a postgraduate type of instruction to men who 
are already acquainted with the fundamentals of their trade. The 
instruction takes place partly in the workshops, where the student has 
the use of the newest machines and tools in the trade, partly in the 
classrooms, and partly through visits to large technical works. Courses 
last from one to seven weeks, varying with the subject. But a course 
pursued only in night classes requires about two years for completion. 

The effort is made to secure the finest experts available for instructors. 
The staff includes engineers, chemists, and highly skilled craftsmen. 
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Lesser employers find it an immense advantage to have the oppor- 
tunity of acquainting themselves with the latest methods and inventions 
and of trying out various kinds of machines to ascertain the type most 
suitable for their purpose. The state even grants assistance in the form 
of cheap loans to worthy master-mechanics who desire to purchase new 
and up-to-date machines. 

The consultation service of the Institute is perhaps the most popular 
feature. Journeymen and masters may write to the Institute for any 
trade information and have their questions answered by experts. 
Extended research is often necessary before the question can be solved. 
For this service the Institute charges a nominal fee. Craftsmen also 
make extensive use of the Institute’s library, which endeavors to have on 
file the latest professional works and papers. 

The general public, as well as craftsmen, may at any time visit the 
exhibition hall of the Institute, where there are presented new or efficient 
materials and machines of interest to industry and handicraft. On 
special occasions more extensive exhibitions are arranged, such as the 
huge Orsted Exhibit of electrical appliances which was held last year. 

The school was brought into existence in 1906 at the initiative of 
“The Representatives of Danish Industry and Handicraft” and was 
put in charge of Professor Nyrop. Mr. Gregersen was appointed director 
of courses. In 1907-8 the Institute had its first grant in the State 
Bill of Finance. The school thus subsidized began work in 1908 in 
rooms which the “Society of Arts” in Copenhagen put at its disposal. 
The rapid growth of the institution since 1908 is apparent from the 
following table: 








Area of the 
Establish- 
ment 
(Sq. M.) 


Number of 


Pupils Balance Income |Endowment 





272 |$ 1,600 6 500 |$ 3,800] $ 2,500 
3,199 216,000 38 12,000 560,000 90,000 























When the first group of students assembled there were offered courses 
only in wood and metal work, to which soon afterward were added 
bookkeeping, testing of materials, chemistry, and motor instruction. 

The most important of the trades in which instruction is given in 
the Institute are those of machinists, smiths, welders, tool-makers, gas- 
fitters, plumbers, motor-mechanics, carpenters, joiners, cabinet-makers, 
carriage-makers, upholsterers, tailors, boot-makers, watch-makers, 
foresters, gardeners, and chimney-sweeps. 
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The steady expansion of the Institute from the date of its founding 
necessitated more room than the Society of Arts was able to provide. 
In 1912 the municipality was induced to grant a building site on the 
old fortifications of the city. The state appropriated money to begin 
building, plans were soon accepted, and the commission was let. Other 
financial aid became necessary before the building was finally completed, 
due to the price rise of the period. Finally, in 1918 the dedication of the 
building of the Technological Institute took place in the presence of 
the King of Denmark. 

In addition to lecture-rooms, to workshops for every trade, and to 
exhibition halls, the Institute contains many laboratories for consultative 
research in chemistry and electricity, as well as experiment stations for 
paint, baking, tanning, and soap. There are generous offices for the 
directors, engineers, and the instructors, a large library, and several 
consulting-rooms. The building even contains a covered court where 
the newest agricultural machinery is exhibited, so that farmers who 
come from the provinces during the winter may be instructed in its use 
and care. The purpose has been to bring the latest thought and methods 
to any Danish industry which has a technological problem for solution. 

Reaching its greatest influence as it did during the Great War, the 
Institute has not yet had an opportunity to become widely known. For 
the past six years European and American industry has had its attention 
upon too many more pressing problems to grasp adequately the signifi- 
cance of such an interesting educational development. However, this 
system, which provides an advanced training course for skilled workers, 
has possibilities for adoption by municipalities as well as by industrial 
states, or by particular groups of industries with similar technology 
and problems. The scheme of the Technological Institute may even 
contain germs of an idea for apprentice training. It will doubtless be 
recognized that Denmark has produced a real contribution to the 
progress of industrial education. 

ELIseE Hoist 
UNIVERSITY OF COPENHAGEN 
ELINOR PANCOAST 
UNIVERSITY OF CHICAGO 
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Currency and Credit. By R. G. HAwtrey. London: Longmans, 
Green & Co., 1919. Pp. 393. 


American students will welcome this volume as an able analysis of 
problems of credit and of the business cycle from the English point of 
view. The first three chapters contain most of the theoretical material 
in the book and give the author’s views on money and credit. The 
cef function of money, he believes, is not to serve as a medium of 
exchange but as a “money of account” or what we in this country would 
probably term “standard of value” or “pecuniary unit.” Credit, 
especially in the form of bank notes, would supply society with a satis- 
factory medium of payment but would not provide a stable standard of 
value. When gold is brought in to give us a stable standard of value, 
new problems are introduced. Chief of these is the problem of holding 
the credit in manageable or redeemable ratio to the gold. 

A banker is a dealer in debts and credits. While in law a debt is 
payable in money, yet in actual practice nearly all debts are settled by 
entries on the books of the bankers. This holds true not only in the 
same city, and not only in the same country, but internationally as 
well. Bank credit, in the author’s view, does not serve chiefly as a 
medium of exchange, but as an aid to production and merchandising. 
Originating in production, this credit is extinguished in consumption. 
Consumers’ purchasing power is largely supplied out of credits which 
the bank furnishes to manufacturers and merchants. 

In the discussion of the quantity theory the author holds that little 
is gained by introducing the “velocity of circulation” and “total 
money transactions” (V, V’, and T). “The quantity theory is not in 
strictness concerned with varying conditions at all, but merely with the 
determination of the value of the monetary unit when all other condi- 
tions are fixed.” 

The next group of chapters deals with foreign exchange and testifies 
to the author’s familiarity with the practical aspects of foreign banking. 
The next section (chapters viii-xii) deals with financial and business crises, 
and shows the important réle which credit plays in the ups and downs of 
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the cycle. The last part of the book deals with credit conditions during 
and since the Great War. Hawtrey believes that the problem of getting 
back to the gold standard resolves itself into: first—the government 
liquidating its floating debt, preferably by taxation rather than funding, 
so as to force reduced consumption; second—-so to stimulate the replace- 
ment of fixed and working capital, depleted by war, as to restore the 
productive power and hence the tax-paying ability of the nation. He 
clearly sees that these two desiderata may conflict but thinks that 
England will work herself back to the gold standard at a permanently 
higher price level than 1914. 

What are the outstanding features of the work? The answer is 
that the outstanding strength is the author’s wide range of historical 
and current information about credit conditions, coupled with his incisive 
analysis of these facts and their application to a country so dependent 
on foreign trade as England. The outstanding weaknesses are first, 
the attributing of too much power to a changed rate of interest; and 
second, the attempt to force the quantity theory of money into line 
with the facts of the business cycle. 

As to the first weakness, the author in the first chapter seems to 
ascribe almost omnipotence to a high interest rate in halting a price rise 
when a boom period is culminating, and likewise in stimulating business 
activity when depression is on. The rediscount rate is important; 
possibly more important with the Bank of England than with our 
Federal Reserve banks. But many students do not give it more weight, 
indeed some would give it much less weight, than other factors such as 
the decline in the purchasing power of the mass of consumers, caused 
by the lag of wage rates behind commodity prices, and resulting in a 
decline of orders on the books. 

As to the second point, what to the reviewer seems the most dis- 
appointing feature of an otherwise excellent work, is the attempt to 
square the quantity theory with the price changes of a business cycle. 
The quantity theory in its general form is essentially a static theory, 
while a business cycle is a dynamic phenomenon. The author describes 
the ups and downs of business as these might appear to the banker; 
when business is expanding the quantity of credit expands to keep pace 
or to finance the increase of business. To the author, at this point, the 
quantity of credit is clearly enough a result, not a cause of the price 
increases. Later comes the “about face” (speaking of war finance), 
“as soon as gold payments are suspended and the creation of redundant 
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credits proceeds without limit the prices of commodities begin to rise 
indefinitely”’ (p. 227). Here he seems to assume that credit is pumped 
into circulation without regard to the needs of business. If he were as 
careful in his thinking here as he is at most points, he might have dis- 
covered, as many critics of the quantity theory point out, that per- 
fectly good antecedent causes could have been found for the rise in 
prices. It might be suggested, for example, that increasing demands 
for both war goods and consumers’ goods, coupled with a relative 
scarcity of the former and an absolute scarcity of the latter, had more 
to do with rising prices than did the increased quantity of credit. It is 
conceivable that government price-fixing itself deliberately raised prices 
much above pre-war levels, necessitating a great expansion in the 
volume of credit. 

Mr. Hawtrey’s theory of a crisis may be, partially at least, summed 
up in a sentence: “The crisis probably originated in a dearth of legal 
tender money, necessitating a contraction of credit” (p. 152). Through- 
out the book the emphasis is, consistently enough perhaps, on the two 
terms used in the title of the book. However, one might question 
whether there are not other factors than a dearth of money worthy of 
consideration in stopping a boom and ushering in a crisis or a depression. 
Failure of wages to advance with prices, “buyers strikes,” crop failures, 
inefficiency of labor, foreign conditions, might all be suggested as 
worthy of coming into the picture. One wishes that Mr. Hawtrey 
would bring his incisive analysis and reasoning to bear on some of these 
non-currency aspects of the cycle. 

Two minor points might be mentioned. Discussing the contraction 
of credit, “If there is an accumulation of unexecuted orders, contain- 
ing the menace of a great latent demand for credit, the arrears of orders 
must be worked through before the increase in the rate of interest can 
have any appreciable effect” (p. 108). One cannot help wondering 
whether this statement is based on a higher standard of business ethics 
in England than in America or whether he is unaware of the torrent of 
cancellations that pours forth the instant lower prices become imminent. 
Secondly, a good many American authorities would disagree vigorously 
with the statement (p. 204): “A statutory regulation of reserves, such 
as is established in the United States, does little to promote sound 
banking.” 

On the whole, while the book will not prove useful as a text in 
undergraduate college classes, portions of it will be found extremely 





520 BOOK REVIEWS AND NOTICES 


helpful to the advanced student. Of especial value are the chapters 
on “Credit without Money,” “The Mechanism of Foreign Exchange,” 
and “Theory of Banking.” In places the book suffers from a ponderous 
and abstract style. A livelier and more concrete mode of expression 
would have made the work both more readable and more convincing. 


ALBERT S. KEISTER 
UNIVERSITY OF CHICAGO 


Training for Store Service. By Lucite Eaves. Boston: Richard G. 
Badger, The Gorham Press. Pp. 142. 


Training for Store Service by Lucile Eaves, is a vocational, educa- 
tional survey of the experience and training of juvenile employees of 
retail department, dry goods, and clothing stores in Boston. It is 
professional in its approach and treatment, thorough in its scope, and a 
valuable piece of store research. It should be of help to educators and 
store executives in handling the employment and training of young 
people. 

It deals principally with the training of workers from fourteen to 
twenty-one years of age. The contents of the book are developed under 
these headings: (1) stores as places of employment; (2) store organiza- 
tion; (3) personnel and educational qualifications of juvenile store 
employees; (4) occupational distribution of young persons employed in 
Boston retail department, dry goods, and clothing stores and the quali- 
fications desired in persons engaged in chief store occupations; (5) shift- 
ing of young store workers; (6) training for employment in retail stores. 
The book has an appendix of statistical data showing conditions of 
employment of juvenile store workers and a bibliography at the end 
that are both very good. 

The make-up of the book indicates at first glance that it is likely 
to be statistical and dry. However the person who will read the book 
carefully will find that it is not by any means dull but rather is very 
interesting. 

As a whole it is a most helpful contribution on the conditions in the 
department stores in Boston which are on the whole typical of the better 
stores in other cities. It is probably true, however, that Boston stores 
have made more progress in training for store service than is the case 


with most of the other large cities. 
Atvin E. Dopp 
Wasaincrton, D.C. 





